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LETTERS 


TO THE 


EDITOR 


Who Says the Treasury 
Doesn’t Give Up? 


We are indebted to Mr. Victor Wolder 
for permission to print an exchange of cor- 
respondence between himself and the Com- 
missioner’s office. “Contrary to the rumor that 
Revenue Agents are instructed by Washing- 
ton to kill as many 722 cases as possible, 
it is my personal belief that the Commis- 
sioner only seeks to require the taxpayers 
to sustain the burden of proof of their claims. 
This is borne out by my experience to date 
on a fair number of cases under this section 
of the law. I wrote the Commissioner as 


follows: ‘Assume that on December 31, 
1939 the taxpayer changed the character of 
its business in that it added an absolutely 
new product for which there was only one 
customer, who on that day entered into a 
contract with the taxpayer to take the entire 
production of the new product. Assume the 
gross sales were $1,000,000. and the net profit 
resulting from the sale of this item amounted 
to $100,000. per annum. 


the taxpayer had added this new product to 


Assume, also, that if 


its business at any time in the last ten years, 
the gross sales for that product would have 
been $1,000,009. each year thereafter and that 
the net profit would have been $100,000. each 
year on such sales in addition to the other 


sales and net profits of the taxpayer’s 


business. 

“*The question presented is whether under 
the two year push-back rule, in making a 
reconstruction in section 722 (b) (4), only 
the years 1938 and 1939 would be recon- 
structed so that the total net profits before 
taxes for the four year period 1936 to 1939 
would be $565,000. Or is the two year 
push-back rule merely used to determine 
what the level of earnings would be for the 
new product at the end of the base period 
years, if the new product had been intro- 
duced into the taxpayer’s business two years 
earlier than it actually was introduced, and 
then, having determined what the earnings 
level would be under the two year push- 
back rule on December 31, 1939, to recon- 
struct all four years in the base period so 
that the reconstructed net income would 
have been $765,000.’ ”’ [The computations are 
presented in the tables at the bottom of this 
page. ] 


Norman D. Cann, Deputy Commissioner, 
replied: 


Dear Mr. Wolder: 


Reference is made to your letter dated 
July 11, 1945, requesting a Bureau ruling in 
a hypothetical case, relating to the applica- 
tion of the two year push-back rule under 
section 722 (b) (4) of the Internal Revenue 
Code, as applied to certain assumed facts 
and circumstances. 

You assume that your hypothetical tax- 
payer had actual gross sales and net profits 


(Please turn to inside back cover) 





Net Income 






Actual Before 

Gross Sales— Taxes on 

Year Old Products Actual Sales 
1936 $1,000,000 $100,000 
1937 900,000 90,000 
1938 800,000 80,000 
1939 950,000 95,000 





$365,000 








Reconstructed 
Earnings 
Before Taxes— 


Reconstructed 
Gross Sales— 


Reconstructed 
Earnings for 


Net Product New Product All Years 
$100,000 

bina: cee 90,000 
$1,000,000 $100,000 180,000 
1,000,000 100,000 195,000 
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$565,000 









$365,000 


1936 $1,000,000 $100,000 $1,000,000 $100,000 $200,000 
1937 900,000 90,000 1,000,000 100,000 190,090 
1938 800,000 80,000 1,000,000 100,000 180,000 

950,000 95,000 1,000,000 100,000 195,009 





$765,000 
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DRgde bene de PLANNING has for its prin- 
4 cipal objective the conservation of an 
estate for appropriate distribution to heirs 
and beneficiaries. It requires an analysis 
of the causes and effects of estate shrinkage 
occurring as a result of the death of the 
estate owner. It involves the adoption and 
implementation of plans to lessen such 
shrinkage, to minimize the impact of tax- 
ation and to provide adequate cash and 
liquid assets to pay the various death 
charges and taxes. 


For the purpose of this discussion an in- 
dividual’s wealth is measured not only in 
terms of the dollar value of the assets he 
has accumulated, but also in terms of how 
much his heirs and beneficiaries will receive 
and be able to utilize for the satisfaction 
of their needs and requirements. While 
it may be said that an estate is the sum 
total of the property of which a man dies 
possessed, it must be recognized that the 
true value of an estate lies in its ability to 
produce income or be converted into cash 
for the maintenance of the survivors in an 
environment and upon a plan compatible 








866 


with the estate owner’s reasonable hopes 
and aspirations. This is a prime consider- 
ation in estate planning. 

The adoption and execution of plans to 
conserve an estate, as will be later seen, 
cost money. Sometimes it can be very ex- 
pensive. But if estate shrinkage is to be 
minimized, the cost of “doing something” 
must be compared with the cost of “doing 
nothing.” The comparison will generally 
present an impelling reason for action on 
the part of the estate owner. 


Death Charges 


Just as every well managed business 
must have sufficient liquid assets to enable 
it to survive a crisis or adverse business 
conditions, so every well planned estate 
must have cash or liquid assets to meet the 
problems caused by death. Cash, or its 
equivalent, must be provided to meet at 
least three basic types of death charges: 
(1) Costs of probating the estate; (2) debts 
and obligations of the departed estate 
owner; and (3) estate, inheritance and in- 
come taxes, both state and federal. 
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Probating the Estate 


Probate or administration charges relate 
to the expense of handling an estate from 
the time of death until the final transfer of 
all the assets to creditors, heirs and bene- 
ficiaries. The affairs of the estate are under 
the jurisdiction of a probate court. The 
major items of expense are the fees of 
attorneys and executors. Fees may also be 
paid to guardians for minors or incompe- 
tents. Charges for the services of apprais- 
ers, accountants and other specialists are 
common. Fees vary greatly and depend 
upon the size and complexity of the estate. 
In complicated estates it is not unusual for 
probate proceedings to extend over many 
years. The decedent’s affairs may require 
extensive court action to unscramble. The 
heirs may take a fling at litigation. Estate 
assets may be located in several states or 
in foreign countries. 


Studies have been made by various re- 
search groups for the purpose of arriving 
at the average administration expense for 
estates of various sizes. The following 
figures are adapted from those studies: 
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Average Average 
Size of Administration Per- 
Estate * Expense centage 
cl (PRGA 26068 cee, $ 4,000 8 
100,000 ... Whe. 8,500 8% 
250,000" ....:.:: 18,750 7% 
500,000 ae ee 35,000 7 
£000,009. . «0 % 65,000 6% 
PMD os smi ek wh 90,000 4% 
SD aces 6 ee 175,000 3% 
10,000,000 300,000 3 





* Gross estate, less debts, but before taxes. 


Decedent’s Debts 


The second basic type of charge consists 
of the debts and obligations of the departed 
estate owner. These obviously vary in 
amount. Much depends upon the business 
activity of the decedent and whether he 
conducted such business as a sole proprie- 
torship or in the corporate or partnership 
form. The debts and obligations of one 
owning a great deal of real estate encum- 
bered with many mortgages differ from 
those of one whose livelihood is derived 
from investments, securities and annuities. 
Pending lawsuits, the endorsement of notes, 
the guaranty of obligations of others, the 
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expenses of the last illness and funeral are 
additional considerations. 


The average debts and obligations of 
estates of various sizes can be shown by 
the following figures adapted from the 
studies heretofore referred to: 


Gross Average Average 

Estate Debts Percentage 
$ ND ofadientnes tae $ 4,400 8.8 
EE Je ok oul 000 e's ere as 8,600 8.6 
EE sia ks 4k hale ob 21,000 8.4 
OD io aretha. d2eFacs 43,000 8.6 
PIED sv. v0 Vdaie tree eee 8 83,000 8.3 
SED, 4 4s dene atae 162,000 8.1 
ee eee 300,000 6.0 
ED << oases cha b adhe 500,000 5.0 


The foregoing figures do not include an- 
other charge against the estate which, while 
not really a debt or obligation, must never- 
theless be provided for, namely, the widow’s 
allowance; that is, the payments made by 
the estate, during the pendency of the pro- 
bate proceedings, for the maintenance of 
the widow and children. 


Death Taxes 


The third type of charge, and the one 
causing most estate shrinkage, relates to 
death taxes, both state and federal, but 
especially the federal, which is payable 
within fifteen months after death. The fed- 
eral estate tax rates have risen from a 
spread of 1% to 10% in 1916 to a spread 
of 3% to 77% today, with higher rates 
being constantly applied to lower brackets. 
The effect of the federal estate tax can be 
illustrated by the followings table: 


Size of 
Estate Amount Percentage 
(after debts) of Tax of Estate 
$ SNE cn tlc ale wee oa $ 0 0 
| er aad 4,800 4.8 
MOOD Ski vacescomes 47,700 19.0 
Uw ceive wcieecs 126,500 25.3 
DD |S. a voids wees 303,500 30.3 
BONO near cccsees 726,200 36.3 
ae ere 2,430,400 48.6 
pk 6,042,640 60.0 


The overall shrinkage caused by the var- 
ious death charges is shown in the following 
combined table: 


Gross Amount of 
Estate Shrinkage Percentage 
$ | Ree ae: $ 12,400 25. 
OE, eek e ie ee ohare 21,900 21.9 
CS eee 87,450 35.0 
Re Soe ee 204,500 41.0 
| Peer ere 451,500 45.0 
(er 978,200 48.9 
DO cic a deep cas 2,805,400 56.0 
rae a 6,842,640 68.4 





Forced Sale of Assets 


Another type of shrinkage induced by 
those already mentioned, is that resulting 
from the forced sale of assets at prices 
below their actual value in order to raise 
cash with which to meet death charges. 
Frequently one reads of advertisements 
offering valuable properties and businesses 
at a fraction of their value in order to close 
estates. While it is not possible to calculate 
in advance the percentage of shrinkage re- 
sulting from forced sales, the effect is self- 
evident. 


The Division of Ownership 
Through Gifts 


One of the basic concepts involved in 
estate planning is the division of large 
estates into smaller units by means of gifts 
consummated during the lifetime of the 
estate owner. The gift is a medium through 
which estate and income taxes can often be 
reduced. 


Estate, gift and income tax rates are 
graduated, the tax increasing at an accel- 
erated rate as the estate, property or income 
subject to the tax assumes greater propor- 
tions. Therefore, by increasing the number 
of taxpayers with respect to a given taxable 
situation, the lesser rates applicable to 
lower brackets will apply and a smaller 
over-all tax will result. 


Estate and Gift Taxes 


While the gift is also subject to a tax, 
the gift tax rate is 25% less than the estate 
tax rate. In actual operation, savings more 
substantial than those suggested by this 
differential are possible. The estate tax ap- 
plies to the whole of the estate (after debts 
and obligations), and the money used to 
pay the tax is itself part of the estate and 
is itself subject to the tax. The gift tax, 
on the other hand, applies only to the net 
gift, and the amount used to pay the gift 
tax is not part of the gift and is not subject 
to the tax. Moreover, advantage is derived 
from the effect of both the $60,000 estate 
tax exemption and the twofold gift tax ex- 
emption, the latter consisting of a general 
exemption of $30,000 plus an annual exemp- 
tion or exclusion of $3,000 for each donee. 


The $3,000 gift tax exclusion applies in 
every year in which gifts are made and 
applies to each donee. It is, therefore, re- 
curring. The $30,000 general exemption 
can be used only once, but it is over and 
above the annual exclusions. To illustrate: 
A, in a given year, made gifts of $3,000 each 
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to X, Y, and Z. None of these are subject 
to the gift tax. If A made gifts of $13,000 
each to X, Y, and Z, a gift tax would not 
be payable because the first $3,000 of each 
gift would be excluded from the tax and 
the remaining $10,000 of each gift, or a total 
of $30,000, would be covered by the general 
exemption of $30,000. If in a later year, 
gifts of $13,000 each were again made by 
A to X, Y, and Z, $3,000 of each gift would 
be excluded from taxes, but the remainder 
of the gifts, totalling $30,000, would be 
taxed because the $30,000 exemption had 
been exhausted in a previous year. 


Reduction of the Estate 


When a gift is made, it reduces the estate. 
From the tax point of view, the property, 
given away is removed from the top bracket 
of the estate to which a high rate applies 
and is placed in a lower gift tax bracket, 
subject to a proportionately lesser rate. 
This is an additional factor making for 
savings greater than the 25% differential 
between.gift and estate tax rates would in- 
dicate. Assume an estate of $1,000,000 and 
a gift of $250,000. If there had been no 
previous gifts, the gift tax on $250,000, 
forming the top bracket of the estate, would 
be $41,850, whereas the estate tax on this 
amount would be $91,300. The savings 
would be approximately $50,000, or 54%. 
If, out of the $1,000,000 estate, a gift of 
$500,000 had been made, the gift tax would 
be $101,355, whereas, in the estate and sub- 
ject to the estate tax rates, the tax on the 
same $500,000 would be $177,000. A sav- 
ings of $75,645 or 42% results. 


For the purpose of illustrating the prin- 
ciple involved, the foregoing illustrations 
did not take into consideration a factor 
which further tends to increase the savings. 
Since the gift tax is paid by the donor 
shortly after the gift is made, the estate 
is reduced not only by the amount of the 
gift but also by the amount of the gift tax 
paid. Thus, in the previous illustration in- 
volving an estate of $1,000,000 and a gift 
of $500,000, the estate was reduced not only 
by the amount of the gift, but also by the 
additional sum of $101,355; which was the 
tax on the gift, leaving an estate not of 
$500,000, but only of $399,645, and resulting 
in a further savings of estate taxes to the 
extent of $32,000. 


Income Taxes 


The division of an estate through gifts 
can also result in the saving of income 
taxes. If the gifts consist of income-pro- 
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ducing assets, the division of the estate will 
have the effect of dividing the income that 
would ordinarily be received by the estate 
owner among two or more taxpayers and 
would be subject to tax in lower brackets than 
the whole would have been in the hands 
of the original owner. This may be true 
even where gifts are made in trust, depend- 
ing on the kind and purpose of the trust. 


Before the potential estate tax savings 
resulting from the division of an estate can 
be finally determined, some thought must 
be given to the effect of the loss to the 
estate owner of the use of the money paid 
to the government as gift taxes. Thus, in 
the illustration of the gift of $500,000 out of 
a $1,000,000 estate, it was found that the 
gift tax paid was $101,355 and the saving 
in estate taxes was $107,645. Assume that 
the $101,355 paid to the government as gift 
taxes would have earned 4%, or $4,000 a 
year; also that the estate owner was 40 
years old when the gifts were made. Ac- 
cording to the American Experience Table 
of Mortality, his life expectancy would be 
28 years, and there would be a loss of in- 
come over the remainder of his expected 
life of 28 times $4,000 or $112,000, whereas 
the total tax saving was only $107,645. 


- Such gifts may be neither taxwise nor 


economically sound. On the other hand, if 
the donor were older, and his life expect- 
ancy shorter, or if the assets given away 
produced little or no income, the situation 
would be different. The point is that the 
estimated tax saving must be discounted 
by the loss of the potential income that 
could be earned from the amount used to 
pay the gift tax, but this loss, in turn, must 
be weighed against the saving in income 
taxes resulting from the decrease of taxable 
income. The income to be discounted is 
the income remaining after payment of in- 
come taxes. Thus, in the illustration given, 
if the $4,000 were subject to income taxes 
in a bracket having a 50% or 75% rate, the 
real loss of income would be only $2,000 
or $1,000, and the discounting of future 
income would not too seriously affect the 
over-all program for tax minimization. 


Assets of Low Market Value 


The kind of property to be given away 
requires careful consideration. The greatest 
economy taxwise occurs where the tax as- 
sets given away have a low market value 
at the time of the gift. Low market values 
at the time of making gifts result in lower 
gift taxes. If the expected increase takes 
place, it will occur outside of the estate, and 
the estate will not be taxed upon the in- 
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creased value. On the other hand, if the 
gift property were to depreciate in value 
subsequent to the transfer, the anticipated 
tax advantage would be nullified. 


The Trust Device 


As has been indicated, gifts can be made 
directly to individuals or in trust for them. 
The trust device is flexible and has many 
uses. It is an integral part of estate plan- 
ning. The trust may be either inter-vivos 
or testamentary. The former is established 
during the lifetime of the creator of the 
trust; the latter is established after his death 
in accordance with the provisions and di- 
rections contained in his will. 


The inter-vivos trust, often referred to as 
a living trust, may be classified as being 
either revocable or irrevocable. If the cre- 
ator of the trust can terminate it at will and 
repossess the assets, the trust is revocable. 
But if he has no right to repossess the trust 
corpus and terminate the trust, it is irrev- 
ocable. These distinctions are basic and 
affect the tax consequences. 


Since from the gift tax point of view a 
transfer is not a gift if the property can be 
taken back, an effective gift does not result 
if a transfer is made to a revocable trust. 
Such a trust is subject to termination and 
its corpus to repossession. The property 
transferred to the revocable trust would not 
be subject to gift tax but would be included 
in the estate of the donor at his death and 
subject to estate taxes. Nevertheless, the 
revocable trust is a very useful instrument 
of estate planning. 


Before property is irrevocably given 
away, careful consideration should be given 
to the question of whether the estate owner 
can truly afford the gift and whether his 
personal and business requirements may 
make it unwise to relinquish control over 
some of his assets. The future require- 
ments of the estate owner must not be sac- 
rificed solely for tax saving purposes. 


Transfers for Public and 
Charitable Purposes 


Estate tax reduction through the medium 
of gifts is often accomplished through 
transfers for public and charitable purposes. 
Such transfers are encouraged by the in- 
come, estate and gift tax laws through spe- 
cial exemptions. They are wholly exempt 
from the gift and the estate tax. As the 
estate increases in size, the cost of making 
the gift decreases because that which is 
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given away is taken out of the highest 
bracket of the estate. Assume an estate of 
$1,000,000 and a charitable gift of $250,000; 
in this estate the $250,000, being in the top 
bracket, would be taxed at 37%, or $92,500. 
The real cost of this gift to charity would 
therefore be only $157,500. If out of an 
estate of $5,000,000, a charitable gift of the 
top $1,000,000 to which an estate tax rate 
of 63% applies is made, the net cost of the 
$1,000,000 gift would only be $370,000, and 
the $630,000 which would otherwise be paid 
to the government for taxes makes up the 
balance of the gift. 


From the tax point of view, valuable but 
not readily saleable property may be ideal 
gifts for charitable and public purposes. A 
very valuable oil painting or a large coun- 
try establishment, if a part of the estate at 
the time of death, will require substantial 
sums of cash to meet the death charges 
attributable to them. It may be necessary 
to sell other assets at a loss to provide such 
cash. It may be difficult for the heirs and 
beneficiaries to carry such a valuable work 
of art or country place. The gift of the 
country establishment to some organization 
sponsoring a summer camp for needy chil- 
dren, and a gift of the painting to an art 
gallery, may not only save considerable 
estate taxes but actually leave the estate in 
a more liquid position and thus greatly 
benefit the heirs and beneficiaries. 


Gifts for charitable and public purposes 
are often handled through the medium of 
a trust or foundation established by the 
donor. Such trust should be irrevocable. 
The transfer to the trust being for chari- 
table purposes, it is not subject to gift 
taxes. The donor and members of his 
family may be trustees or directors of the 
foundation. In ‘this fashion a degree of 
control is exercised over the property, even 
though the ownership is no longer in the 
donor and he is not entitled to the income. 
Sometimes stock representing a controlling 
interest in a corporation has been trans- 
ferred to such trusts and corporate control 
exercised through such means, 


Insurance An Effective Medium 


Effective gifts can also be accomplished 
through the medium of life insurance and 
annuities. One interesting annuity arrange- 
ment provides for the transfer by the estate 
owner of assets to a charitable organization 
which agrees to pay him a fixed annuity 
for the rest of his life. Upon death, the 
property, of course, remains that of the 
charitable organization. 
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Gifts in Contemplation of Death 


An important problem which arises re- 
lates to gifts in contemplation of death. 
While the gift tax is intended primarily to 
reach transfers not taxed under the estate 
tax, some gifts are subject to both taxes 
because they are held to be in contempla- 
tion of death. 


The law provides that any gift of a ma- 
terial part of one’s property in the nature 
of a final disposition or distribution of 
assets made within two years of death shall, 
unless shown to the contrary, be presumed 
to have been in contemplation of death. 
This does not mean that all gifts made 
within the two-year period are subject to 
the estate tax as having been in contempla- 
tion of death nor that gifts made prior to 
the two-year period escape being so con- 
sidered. It depends largely upon the mo- 
tives behind the gifts. It is generally said 
that if a gift is predicated upon motives 
associated with death, the transfers are sub- 
ject to the estate tax, but if made with 
motives ordinarily associated with life, they 
are not. The status of the gift will thus 
depend upon the facts of each individual 
case and it is not always easy to draw the 
line. 


The following are examples of motives 
which have been held to be associated with 
life: to teach children how to handle money; 
to enable children to maintain their social 
position; to induce children to enter into 
business with parents; to provide a wife 
with an independent income; to save in- 
come taxes; to relinquish active control 
over a business and lead a life of ease; to 
protect one’s family from financial worry; 
to free the donor from the financial obliga- 
tions of carrying inproductive property; to 
avoid income taxes and equalize the income 
between husband and wife. 


That the donor was advanced in age has 
not been considered conclusive on the issue 
of whether gifts were made in contempla- 
tion of death. Thus, in a particular case, 
the donor was 84 years of age and gave 
away some property rather than effect ex- 
tensive repairs required by it. The gift 
was held not to be in contemplation of 
death. The presence of illness or disease, 
while an important factor, is not conclusive; 
similarly with respect to the length of time 
intervening between the date of gift and 
death. A gift was held not to be in con- 
templation of death although death did 
occur one day after the gift, where it was 
shown that the decedent was 52 years old, 
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was actively engaged in business, had not 
been seriously ill for years, was making 
business plans for the future, and that he 
died as a result of his first heart attack. 


These illustrations indicate that while 
some gifts may be held to be in contem- 
plation of death, many gifts can neverthe- 
less be made without this danger. This is 
particularly true where the gift serves some 
practical and useful purpose, where the 
transfer has utility in addition to the possi- 
bility of tax savings. In fact, the principle 
of utility is implicit in all estate planning. 


Even if a gift is held to be in contempla- 
tion of death and subject to the estate tax, 
the law provides that the amount paid as a 
gift tax shall be credited against the estate 
tax subsequently paid. While in some in- 
stances the credit may not equal the full 
amount of the gift tax paid, there will not 
be a complete duplication in tax. In many 
cases the only effect will be that the ex- 
pected saving of estate taxes as a result 
of gifts will not take place. 


Postponement of the Vesting of Title 


Thus far the discussion has related to 


. the first concept in estate planning, namely, 


the division of ownership through gifts. A 
second basic principle is the postponement 
of the vesting of title to the estate property 
in heirs and beneficiaries so as to eliminate 
the second and possibly the third set of 
death charges and taxes upon the same 
estate. The two principles can be applied 
jointly. 

The problem to be solved by the appli- 
cation of the second concept can be illus- 
trated as follows: Suppose A dies leaving 
an estate of $1,000,000 to his wife. The 
estate is subject to death charges and taxes, 
and the balance becomes the property of 
the wife. Suppose after five years she dies 
and leaves the estate to her son. The es- 
tate property is subject to another set of 
death charges. If at the death of the son, 
the remainder of the estate is left to his 
child, further charges and taxes will have 
to be paid. Serious estate depletion results. 


To illustrate the problem in terms of 
dollar shrinkage, a table has been prepared 
showing the actual shrinkage of estates of 
different sizes. In each case it is assumed 
that the corpus of the estate received from 
the predecessor has not been diminished 
except by death charges but has been 
passed on to the next beneficiary. 
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charges, the trust medium may be used. 
The trust may be either testamentary or 
living. Thus, A, in his will, might provide 
for the establishment of a trust in which 
title to his estate shall be vested upon his 
death, and direct that the income from the 
trust be paid to his wife for life, thereafter 
to his son, then to the grandson, at whose 
death the corpus of the trust shall be dis- 
tributed to designated beneficiaries. The 
trustee may also be given discretion to dis- 
tribute part of the corpus if particular need 
for such action arises. A similar trust 
could be established during the life of the 
estate owner through the medium of gifts. 
Under either circumstance some of the suc- 
cessive transfer costs will be eliminated. 
Even if one death charge is eliminated, the 
saving can be substantial. Much depends 
upon the extent to which the vesting of title 
can be postponed. Thus, if in connection 
with the $1,000,000 estate, the transfer costs 
from wife to son can be eliminated, a sav- 
ing of $224,885 will result. If vesting can 
further be postponed and transfer costs 
from son to grandson be eliminated, an- 
other $113,265 can be saved. These sub- 
stantial portions of the estate are conserved 
for heirs and beneficiaries. 


The Rule Against Perpetuities 


The extent to which the vesting of title 
can be postponed is governed by what is 
commonly known as the rule against per- 
petuities, which is derived from the common 
law and exists with variations in every state 
in the union. Under the rule, title to prop- 
erty cannot indefinitely be prevented from 
vesting. Title cannot be held suspended in 
trust for an undetermined period, but must 
at the expiration of the time limit provided 
for in the rule vest in one or more individ- 
uals. The common law rule against per- 
petuities provides that the vesting of title 
may not be postponed for longer than a 
period measured by the span of the lives of 
designated individuals then living, plus 21 
years thereafter. The rule gives rise to 
many complications, but its basic effect may 
be illustrated by reference to the previous 
example of the trust, the income of which 
was payable first to the wife, then to the 
son, and thereafter to the grandson. If 
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AMOUNTS REMAINING AFTER SUCCESSIVE TRANSFERS 


Great- 

Husband Wife Son Grandson’ grandson 

oe Be eee ree ee $ 78,100 $ 60,997 $ 47,639 $ 35,370 

PN ahs Sere 8S aes 295,500 192,075 124,849 97,508 

! RO. 5: Set awees t eee teamed 548,500 323,615 210,350 136,728 
‘ In order to eliminate the successive death the grandson had not yet been born at the 


time the trust was created, the property 
could remain in trust only during the life 
span of the wife and of the son, but not 
during the entire life span of the grandson. 
The corpus of the trust would have to be 
distributed 21 years after the death of the 
son. But if the grandson had already been 
born when the trust was created, under the 
common law rule, the period during which 
the property could be held in trust would 
be extended by the life span of the grand- 
son. 


In spite of the limitations prescribed by 
the rule against perpetuities, it is evident 
that a trust can remain in existence for a 
considerable period. Therefore, the trust 
provisions must take into consideration pos- 
sible changes in economic, social and family 
conditions. The trust powers must be suf- 
ficiently flexible to cope with changing 
times and conditions and the changing 
needs of the beneficiaries. The trust device 
permits such flexibility, and flexibility is a 
cardinal rule in estate planning. 


Just as trusts in connection with gifts 
can be either revocable or irrevocable, so 
the postponement of vesting of title can be 
accomplished with trusts which, when cre- 
ated, are either revocable or irrevocable. 
If the revocable trust is not terminated 
prior to death, it continues after death in 
the same manner as the irrevocable trust, 
or the testamentary trust which, of course, 
can come into being only after death. For 
present purposes, the basic difference be- 
tween a revocable and irrevocable trust is 
this: If the trust is revocable, the transfer 
to it is not subject to the gift tax but the 
trust property is subject to the estate tax 
upon death of the creator of the trust. If 
the trust is irrevocable and there is no pos- 
sibility of the trust property’s reverting to 
the ownership and control of the creator of 
the trust, the transfer is subject to the gift 
tax but not to the estate tax. 


Powers of Appointment 


The trust medium often is correlated 
with powers of appointment. A power of 
appointment may be defined as the right to 
designate, by will or other instrument, the 
person or persons who are to receive prop- 
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erty or income from a trust or an estate. 
Thus, A may create a trust with the income 
payable to his wife for life and thereafter 
to the son, and give the son the power to 
designate in his (the son’s) will the manner 
in which the corpus of the trust shall be 
distributed upon his (the son’s) death. The 
son is said to have a power of appointment 
because he is given the power to appoint 
those who are to receive his father’s prop- 
erty. If the son may appoint anyone to 
receive the property, he has general power 
of appointment. If he may appoint only 
those of a limited group, such as wife or 
children, he would have a limited power of 
appointment. If the power is general, the 
property passing at the son’s death by rea- 
son of the exercise of the power would be 
considered a part of the son’s estate and 
subject to estate taxes. If the power is 
limited, the property passing would not be 
subject to estate taxes in the son’s estate. 
The son would be considered as merely 
acting for his father in designating those 
who are to receive his father’s property, 
upon which a tax, either estate or gift, had 
been paid in the first instance. Where a 
limited power of appointment is involved, 
the second tax is eliminated with respect 
to the property passing under the power. 


The power of appointment can be used 
to great advantage where the estate owner 
is unable presently to determine how his 
property should ultimately be distributed. 
He may repose the power to make such a 
determination in an individual who will sur- 
vive him and in whom he has confidence. 
Moreover, the need for flexibility may be a 
persuasive argument for use of even the 
general power, notwithstanding the fact 
that property passing under such a power 
is subject to the estate tax. 


Multiple Trusts 


In considering the use of the trust device, 
some thought should be given to the possi- 
bility of multiple trusts. Since a trust may 
be subject to the income tax, the division 
of a potentially large trust income among 
two or more trusts may accomplish income 
tax saving because the income would be 
taxed in lower brackets. Where there are 
a number of beneficiaries, it might be feasi- 
ble to create a separate trust for each 
beneficiary. Whether multiple trusts can 
be established, from the tax point of view, 
without likewise dividing up the property, 
which is not always possible, presents a 
problem. However, the possibility is well 
worth considering. 
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In general, that income which is to be held 
or accumulated is taxable to the trust or 
trustee, and that income which is subject 
to distribution is taxable to the benefi- 
ciaries who are to receive it. The income 
of a trust may be taxable to the creator of 
the trust, and not to the beneficiaries or 
trustee, if the power to repossess trust 
property has been retained, if he has an 
interest in the income of the trust, if he 
continues to hold or exercise a substantial 
dominion or control over the property, or 
if the income is used to satisfy a legal obli- 
gation, such as the support of a wife or 
children. “i 


In the discussion so far, there was first 
presented the problem of shrinkage as it 
confronts the estate owner and the need for 
cash with which to meet the death charges. 
Then, two basic concepts of estate planning 
were analyzed, namely, the division of own- 
ership through gifts and the postponement 
of the vesting of title for the purpose of 
avoiding successive death charges. Some 
of the procedures were indicated. There 
remains for discussion what might be called 
a third concept or principle, that is, plan- 
ning for sufficient cash or liquid assets to 
meet those death charges that cannot be 
further reduced. Unless cash is made avail- 


able, valuable non-liquid assets may have to 


be sacrificed at great loss. 


Planning for Sufficient Cash or 
Liquid Assets 


One thing that the estate owner can do 
during his lifetime is to sell assets which 
are valuable but which require time or spe- 
cial knowledge to dispose of. The money 
received from such sales can be invested 
in liquid assets. The estate owner can 
probably obtain a better price than his ex- 
ecutor, who may be required to dispose of 
the assets at a forced sale. Similarly, where 
an individual has a substantial part of his 
wealth invested in a_ personally-owned 
business enterprise, consideration should 
be given to the sale of a greater or lesser 
share of his business interest; otherwise, 
the executor may have a problem finding a 
purchaser for the business, and a forced 
sale may take place at the worst possible 
time—just after the death of the individual 
around whom the business has grown. 
Some of the special business problems that 
arise upon death will be discussed later. 


Cash to meet death charges can be accu- 
mulated over a period of time by regularly 
setting aside a specified sum. But an obvi- 
ous difficulty with this approach is that the 
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estate Owner may not live long enough to 
complete the accumulation. This method 
is too contingent. Moreover, it is not eco- 
nomically wise to accumulate a large fund 
to be set aside for use after death. The 
most serious weakness with this method is 
that it is terribly expensive. The amount 
accumulated remains in the estate and is 
subject to the death charges and taxes. 
Assume a $1,000,000 estate. The estimated 
death charges are $450,000. If this sum is 
to be accumulated, the estate will grow to 
$1,450,000, and the death charges on 
$1,450,000 will obviously be greater than on 
the $1,000,000. The $450,000 estimate for 
death charges will now be inadequate and a 
greater sum will be required. Thus, the 
greater the sum accumulated to meet death 
charges, the larger the charges become. In 
fact, a point is soon reached where the 
accumulation required is not only greater 
than the original estate, but the tax on the 
accumulation is also greater than the orig- 
inal estate. Clearly, such a method of 
providing for death charges is_ neither 
feasible nor desirable. 


Life Insurance 


A solution which accomplishes the two- 
fold purpose of providing necessary cash 
and offsetting irreducible estate shrinkage 
is life insurance upon the life of the estate 
owner. Life insurance proceeds are pay- 
able in cash upon death. To the extent that 
insurance proceeds pay the death charges, 
they also offset estate shrinkage. How- 
ever, if the insurance proceeds are payable 
to the insured or his estate, they will be- 
come part of the estate, increase its size 
and be subject to death charges. It is, 
therefore, necessary to have the proceeds 
payable otherwise than to the estate. While 
it is possible to name the wife or children 
as beneficiaries, this will not solve the prob- 
lem because insurance payable to a named 
beneficiary is also includible in the estate 
for estate tax purposes. Even if the insured 
assigned policies which he had already 
taken out on his own life to his wife or 
children, the proceeds would nevertheless 
be includible if incidents of ownership were 
retained by the insured or to the extent that 
he paid premiums on the policies. 


To use the life insurance medium of pro- 
viding cash to meet the death charges and 
still not have the insurance proceeds taxed 
as a part of the estate, it is necessary that 
the insurance be applied and paid for by 
someone other than the insured. The in- 
sured must not be permitted to have any 
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rights of ownership or control over the 
policies. The proceeds should not be pay- 
able to the estate of the insured. Thus, a 
wife can apply for insurance on the life of 
her husband, pay the premiums out of her 
own funds and assets, and name herself as 
beneficiary. Upon the husband’s death the 
proceeds will be paid to her. They will 
not be included or taxed as a part of the 
husband’s estate, nor will they be subject 
to income taxes in the hands of the wife. 
With the insurance proceeds which the wife 
receives, she may purchase assets from the 
executor of her husband’s estate. Thus, 
the executor will receive cash with which 
to pay death charges and the wife will 
receive the assets which might otherwise 
be sacrificed in order to obtain cash. Even 
if the estate consisted entirely of good liq- 
uid assets, this procedure is sound because 
it affords a means of paying death charges 
without increasing the tax burden. 


Life Insurance Trusts 


This procedure can also be followed if a 
life insurance trust is established to handle 
the insurance on the life of the estate owner. 
The policies will be held by the trustee and 
the proceeds will be payable to him upon 
death of the insured. The trustee is given 
the authority in his discretion to purchase 
assets from the executor of the estate, and 
thus provide the executor with needed cash. 
The assets acquired by the trustee can then 
be held for any purpose that the creator of 
the trust may designate. In other words, 
the functions of trusts, which have pre- 
viously been discussed, can be combined 
with the use of life insurance to previde 
cash to meet death charges. 


The use of a life insurance trust, appro- 
priately set up, may be inescapable if the 
wife’s estate and private means are substan- 
tial because the insurance proceeds paid to 
her upon the death of the husband and the 
assets acquired by her through purchase 
from the executor will swell the size of her 
estate and increase her estate taxes. Care 
must always be taken in estate planning 
that in reducing the husband’s estate, the 
wife’s is not increased. Because of this 
factor and because of the flexibility of the 
trust device, the life insurance trust is prob- 
ably the better medium with which to pro- 
vide cash for death charges. 


The proper use of life insurance is an 
integral part of estate planning. Not only 
is it a medium to provide cash to pay death 
charges, but, where necessary, it can be 
used to augment the size of the estate and 
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provide funds for special family or business 
purposes. The uses to which life insurance 
can be placed and the objectives which can 
be accomplished are myriad. 


Settlement Options 


Another phase of life insurance which 
should be correlated with estate planning 
is the use of settlement options. Settle- 
ment options are the several methods avail- 
able for selection by the insured or the 
beneficiary of paying out the proceeds of 
the policy after death where it is not de- 
sired to have the full amount of the policy 
paid in cash. 


There are four basic types of settlement 
options. Under the first, the proceeds are 
left with the insurance company at interest 
which can be withdrawn at regular or ir- 
regular intervals. Provision for the with- 
drawal of principal can also be made. 
Under the second type, the proceeds of the 
policy are left with the company to be paid 
to the beneficiary as a fixed monthly in- 
come for a specified number of months. 
Under the third, a fixed monthly income is 
paid until the life insurance proceeds and 
the interest earned thereon while on deposit 
with the company are exhausted. Under 


the fourth, a monthly income of a predeter- . 


mined amount is paid as long as the bene- 
ficiary lives; or the option can be varied to 
provide for payments during a “period cer- 
tain” and life thereafter and if death occurs 
before the end of the “period certain” the 
payments will continue to be made to a 
contingent beneficiary until the end of the 
period. Under all options the terms of 
payment will vary with the amount of in- 
surance involved, the size of the payment 
desired and the number of years covered. 


Many combinations and variations of 
these basic options are possible and they 
can be made to serve many special pur- 
poses. For individuals whose estates consist 
largely of insurance proceeds, appropriate 
selection and use of settlement options is 
the key to estate planning. Moreover, 
settlement options permit the avoidance of 
the second tax heretofore discussed. Thus, 
if A dies leaving a substantial amount of 
insurance on his life to be paid in cash to 
his wife, the proceeds will be included and 
taxed on his estate. If at the wife’s death, 
she leaves unused proceeds to the son, an- 
other tax will be paid on the same funds. 
Perhaps a third tax will be paid when the 
son dies and unused proceeds go to the 
grandson. By use of settlement options, 
provision can be made to have the proceeds 
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retained by the company and paid out m 
regular installments to the wife, at her 
death to the son, and at his death to the 
grandson without payment of a tax when 
these changes occur. The process is similar 
to that described in connection with trusts. 


Settlement Option or Trust? 


A problem which arises where the insur- 
ance proceeds are large is whether it is 
better to use settlement options or to have 
the proceeds paid to a trustee who will then 
distribute them in accordance with a pre- 
arranged plan. Settlement options do not 
permit the flexibility of the trust. An in- 
surance company is bound by the terms of 
the insurance contract and the option se- 
lected. It may exercise little or no dis- 
cretion. A trustee, on the other hand, may 
be given a great deal of discretion to alter 
the manner of distribution as conditions 
and the requirements of the beneficiaries 
change. However, trust assets and income, 
notwithstanding diligent care and super- 
vision, can and do shrink with changing 
economic conditions, whereas settlement 
option payments remain constant and sure, 
subject basically only to the effects of in- 
flation or deflation. 


Business Problems Caused by Death 


Before concluding, some of the business 
problems which arise upon death should 
be touched upon. Often the greater part 
of a man’s estate and wealth consists of his 
business interests. He may be operating 
in a partnership, as a corporation, or as a 
sole proprietorship. Effective estate plan- 
ning cannot be accomplished without con- 
sidering what will happen to his business 
when he dies and the effect upon estate 
shrinkage. ’ 


It must be recognized that it is not al- 
ways possible for a wife or son to take part 
in the operation of the deceased husband’s 
or father’s business. They may be pre- 
vented from doing so because of inexpe- 
rience. The fact that an individual has 
been able to work well with his partners or 
fellow stockholders does not mean that his 
wife or son will be able to do so. It must 
also be recognized that business is hazard- 
ous, and where the bulk of the estate con- 
sists of a business interest, it might be very 
undesirable and unwise to have the future 
welfare and support of a wife and children 
depend upon the risks and uncertainties of 
business. Ways and means must therefore 
be found of converting all or a part of that 
business interest into assets and _ invest- 
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ments which are sure and safe. This 
means that arrangements must be made 
during a man’s lifetime for the sale of the 
business interest upon death. These con- 
siderations are more applicable to the 
smaller or moderate business than to the 
very large, in which one’s interest may 
consist of a small portion of the total out- 
standing stock. 


In the case of both the partnership and 
the close corporation, it is necessary that 
contracts be entered into between the part- 
ners or the stockholders to purchase at 
death the decedent’s interest in the partner- 
ship or the corporation. Such contracts 
generally provide that upon death an agreed 
amount will be paid by the survivors to the 
executor of the decedent’s estate, who will 
in turn assign to the survivors the dece- 
dent’s interest in the partnership or his 
shares of stock. In this manner, the agreed 
value of the business interest will have been 
saved for the heirs and beneficiaries and 
the element of business risk eliminated for 
them. 


A contract wherein the survivors agree 
to buy another’s business interest upon 
death may be of little value if at the time of 
death the survivors do not have the means 
wherewith to pay the agreed price. To 
meet this situation, such agreements can be 
implemented by life insurance and are facil- 
itated by the use of trusts. 


The Sole Proprietor 


The problems of the sole proprietor are 
somewhat different from those of the part- 
ner or member of a close corporation. 
Unless the family can and should continue 
the business after death, it must be sold. 
Clearly the best price will be obtained if it 
can be sold leisurely and as a going con- 
cern, rather than piecemeal or at a forced 
sale. Sometimes there are employees who 
will agree to buy the business after death. 
In such event, business interest purchase 
contracts and life insurance are used. If 








such possibilities do not exist, the executor 
should be given power to carry on the busi- 
ness for a reasonable period of time in order 
to find a suitable customer. The executor 
will require cash to carry on the business. 
He will have to engage managerial ability 
to take the place of the deceased sole pro- 
prietor. The demands of creditors, which 
usually increase after death because of the 
many uncertainties and contingencies which 
arise, must be met. The availability of cash 
will stabilize the situation and permit a 
more successful disposition of the business. 
Therefore, when planning for cash to meet 
death charges, provision should also be 
made for money to carry on the business 
after death until it can be successfully sold. 
Life insurance may be used for this busi- 
ness purpose with advantage. 


Only a few of the business problems aris- 
ing after death have been touched upon. 
Actually they are many and complex, as 
are all of the problems involved in estate 
planning and conservation. Effective estate 
planning requires the services of specialists 
familiar with wills, trusts, life insurance, in- 
vestments and taxation. It should not be 
undertaken without having available all of 
the facts pertaining to the estate owner’s 
affairs, personal as well as financial. 


Estate Plans Subject to Change 


Estate plans, when once adopted, are not 
necessarily final. Changes in economic and 
family conditions and changes in the law 
of taxation require periodic review of estate 
plans in order to conform them with al- 
tered situations. 


Estate planning should result in a more 
desirable and more effective distribution of 
an estate to the heirs and _ beneficiaries. 
While it may not always be possible to pre- 
dict tax consequences with certainty, some 
saving will usually result—some of the 
death charges will be eliminated and some 
estate shrinkage minimized. [The End] 
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By MONTY ROSENBERG 


Escrows and Holding Periods 


Mr. Rosenberg is a counsellor at law and tax consultant in Miami Beach, Florida, 
and also an instructor in business law at the University of Miami. 


HE VERY SUBSTANTIAL difference 

between the 100% taxability of short- 
term capital gains, and the attractive 25% 
limitation under the alternative method makes 
very timely a consideration of the factors 
that: mark the beginning and end of the 
holding period. 


Regulations Sec. 29.117-4 specifically rec- 
ognizes that on an exchange where the law 
does not recognize gain or loss, “the period 
for which the stock or securities exchanged 
were held by the taxpayer must be included 
in the period for which the stock or securi- 
ties received on the exchange were held by 
the taxpayer.” 


That is to say, on an exchange the holding 
period of the property received is computed 
from the date of the acquisition of the prop- 
erty transferred in exchange and not from 
the date of the acquisition of the property 
received in exchange. 


In Lucien H. Tyng, et al., 36 BTA 21, aff'd 
106 F. (2d) 55 [39-2 ustc ] 9651], it was 
held that the holding period of property 
begins to run only upon the date when the 
taxpayer acquires title to the property. An 
option to purchase is immaterial in measur- 
ing the period during which the property 
was held, as is a contract to purchase with 
delivery and passing of title fixed at some 
time in the future. Nothing short of acquisi- 
tion of title is acceptable as determining the 
date from which the taxpayer has held the 
property. 


In communities with highly active mar- 
kets, some attempt will be made to control 
delivery dates and final passage of title 
through escrow agreements or similar de- 
vices delaying the actual vesting of title. 


It is, therefore, important to give some 
close attention to the general provisions of 
law concerning escrow agreements. 


The general rule is well settled that an 
instrument placed in escrow becomes effec- 
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tive only upon final delivery when the escrow 
is fully completed. 


The fiction of relation back to the date 
of the contract is rather generally involved 
only when necessary to prevent inequity and 
injustice. 

The more usual cases of this class are 
death of either grantee or grantor, incapac- 
ity, and disability. A comprehensive and 
complete annotation on this subject will be 
found in 117 ALR 69-90. 


In the rather old case of Com. v. Moir 
(1930), CCA-7, 45 F. (2d) 356 [1930 CCH 
{ 9714], it was held that the profits derived 


- from the sale of a leasehold estate would be 


deemed, for income tax purposes, to have 
accrued in 1920, when the papers of con- 
veyance were deposited, in escrow, rather 
than in 1921, when the papers were delivered 
to the purchaser. The Court there stated: 


“We have what is,in essence, a real estate 
sale wherein the title was approved by the 
purchaser and more than one-fourth of the 
purchase price was paid in 1920, and deeds 
were then delivered in escrow, obligations 
for the balance being assumed by a per- 
fectly solvent purchaser, affording resultant 
security not only on the leasehold, but as 
well on so much of the purchase price as 
has been paid. Then there is the recording 
in 1920 of the receipt manifesting the pay- 
ments made; the payment of the broker’s 
commission as of a completed transaction; 
and the delivery of the deed in escrow, 
which upon the final payment would relate 
back to the time when delivered in escrow. 
Phenneger v. Kendrick (1921), 301 Ill. 163, 
133 N. E. 637. All these things in our judg- 
ment manifest a transaction regarded by the 
parties as completed in 1920—and in fact 
completed in that year, and the profit there- 
on in that year accrued—to all intents and 


[Continued on page 925] 
877 








the excess profits tax. 


Elgin Groseclose, economic counsel of Washington, D. C., is eminently qualified to discuss 
Formerly economist to the Income Tax Unit of the Bureau of 


Internal Revenue, he had much to do with the development of the administrative and 
technical procedures of the excess profits tax, and served as a member of the economic 
policy committee set up in the Bureau to guide the Internal Revenue Service in the 
administration of Section 722. In 1944, following his return from Iran, where he served 


N ENACTING tthe relief provisions of 
the excess profits tax Congress gave par- 
ticular attention to the enterprise which was 
undergoing expansion or change when the 
tax became effective. 


This is apparent in the fact that two sep- 
arate provisions were inserted in the Inter- 
nal Revenue Code to give such enterprises 
a higher excess profits tax credit. These 
provisions set up two methods of determin- 
ing the base period net income in the case 
of such taxpayers. The methods are (a) 
the “growth formula” of Section 713 (f) for 
the computation of the base period net in- 
come, from which the excess profits tax 
credit is derived, and (b) the relief Section 
722, under which a “constructive” average 
base period net income may be established 
at a level higher than the actual average 
base period net income. 
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It is equally apparent that despite this 
concern of Congress adequate provision has 
not been made to meet the situation of the 
enterprise which was expanding or in process 
of change when war broke out. With the 
tax now in its fourth year of application, the 
provisions have become obsolete. Although 
designed to safeguard the normal earning 
power of expanding enterprises from excess 
profits levy, the continuance of the provi- 
sions tends to subject to the excess profits 
tax a larger and larger proportion of what 
would otherwise be normal earnings subject 
to tax at the normal tax rate. 


The reason for the obsolescence of the 
provisions is found in the limitations which 
the provisions themselves impose. 


Thus, the maximum average base period 
net income allowable under the growth formula 
of Section 713 may not exceed the highest 
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ELGIN GROSECLOSE 


Copyright 1944 by Elgin Groseclose. 
Reprinted, by permission, from the 
Temple Law Quarterly. 


with the American Financial Mission as Treasurer-General of Iran, Dr. Groseéclose retired 
from government service to engage in private practice. The article here reprinted appeared 
in the Temple Law Quarterly in December, 1944, and since that date some of the technical 
references have become obsolete; the general soundness of the discussion remains, how- 
ever, and has been so tested and approved by subsequent events that the editors think it 
fitting to bring it to the attention of readers of TAXES through this republication. 


actual income attained in any year of the 
base period, that is, the highest earnings at- 
tained in the years 1936 through 1939. 


Likewise, the excess profits tax credit 
allowable under the relief provisions of Sec- 
tion 722 (b) (4) is limited by the income 
constructively attained by a two-year pro- 
jection of the results of business change. 


In other words, the highest constructive 
base period net income for the excess profits 
tax credit cannot be higher than would be 
attained by an extension of two years in the 
normal trend of the business. 


In either case, if we discount the effect of 
war economy, but assume the continuance 
of growth under normal conditions, at the 
end of four years the taxpayer may have 
reached a higher level of normal earnings 
than would be allowed under either Section 
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713 or Section 722 (b) (4). To state the 
case in another way: a taxpayer whose 
business was growing at the end of the 
base period is taxable in 1944 not only upon 
the “excess profits” resulting from the war 
economy, but is also taxed at the high excess 
profits tax rate upon income which, because 
of his growth, it would have received under 
normal conditions which otherwise would 
be taxable at the normal tax rate. 


It is apparent, therefore, that the excess 
profits tax should be amended so as to allow, 
in the case of corporations entitled to relief 
on account of change of character of busi- 
ness, a determination of constructive base 
period net income by means of a greater 
projection of normal growth trends than 
is permitted by the two-year extended ex- 
perience provision of Section 722 (b) (4). 
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A Disclaimer of Authority 


Meanwhile, the present provisions of the 
Act stand, and it is the purpose of this dis- 
cussion to comment upon certain features 
of Section 722 relating to the expanding 
enterprise. A precautionary disclaimer must, 
however, preface any comments. Adjudica- 
tion of the Act has hardly begun. At this 
writing only one clarifying ruling has been 
announced by the Bureau of Internal Reve- 
nue, and we have only the Regulations, 
vague and uncertain at many points, to guide 
taxpayers through the complexities of this 
complicated section. Discussion of the sec- 
tion can, therefore, be only tentative. 


Nevertheless, it appears that clarification 
of the section must proceed by this method. 
The law places upon the taxpayer the burden 
of establishing “what would be a fair and 
just amount representing normal earnings” 
in any case. Upon the taxpayer is placed the 
task of hewing out and formulating the 
underlying economic principles upon which 
its application for relief is based, and of 
establishing the appropriate procedures and 
economic demonstrations upon which a de- 
termination of its tax is to rest. We may 
assume that the Bureau of Internal Revenue 
will be reticent upon the subject until tax- 
payers have laid a sufficient groundwork 
upon which to proceed, that it will avoid, 
for the time being, any general statements 
on the subject, and that it will limit itself 
to approving or disapproving the procedures, 
interpretations, and formulas which taxpay- 
ers may present in substantiation of their 
claims for relief. 


The Plain Intent of Section 722 


Confusion has arisen over the fact that 
Section 722 is called the “relief” section. 
The purpose of the Section is not to relieve 
corporations of tax on war earnings, nor can 
applications filed within the intent of the 
Section be so regarded. The purpose of Sec- 
tion 722 is to adjust inequities in the appli- 
cation of the tax. Even after such adjustments 
of tax, corporations will still be subject to 
tax on their war earnings. 


The necessity for Section 722 arises from 
the inherent inequity in any effort to give a 
statutory rather than economic determina- 
tion of normal earnings. This inherent in- 
equity the Congress has recognized and has 
sought to remedy by means of Section 722. 


Some 30,000 applications have been filed. 
The administrative task of correctly assess- 
ing these applications is enormous. Tax- 
payers will tend to view delays as evidence 
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of bureaucratic dilatoriness and unsympa- 
thetic administration. Internal Revenue offi- 
cials likewise are tempted to regard these 
applications as evidence of a treasury raid 
which they must resist with all their power. 


Neither attitude is correct. These applica- 
tions represent, in the main, the effort of 
taxpayers to obtain a fair and equitable 
determination of a tax which is admittedly 
difficult of understanding, complex in ap- 
plication, and novel in administration. The 
deliberateness of the Bureau is properly at- 
tributable to the same desire to reach equi- 
table determinations of tax, by careful sifting 
of applications, excluding the unworthy, the 
exaggerated, and the incomplete, from those 
that are meritorious, supported by sound 
economic judgment and reasoning, and prop- 
erly presented for the record. 


For the Bureau to attempt to administer 
the Section by means of arbitrary or nego- 
tiated determinations, or for taxpayers to 
expect determinations upon the basis of 
improperly prepared and inadequately sup- 
ported applications would equally imperil 
the administration of the tax and create an 
adverse public sentiment toward what is in 
reality an exceedingly difficult but none the 
less necessary administrative problem. 


“Normal” and “Excess” Profits 


To understand the application of the two 
provisions relating to expanding business, 
it will be helpful to review briefly the theory 
behind the excess profits tax. 


The theory of the excess profits tax is to 
“take the profit out of war” by taxing away 
war profits. War profits are considered to 
be not only those profits realized from deal- 
ings with the Government, either directly or 
indirectly in war contracts and in business 
subsidiary to war contract business, but all 
profits which may be considered as bene- 
ficiary of the war, or the result of war 
economy. These last include not only profits 
resulting from increased demand because of 
the greater purchasing power of consumers, 
but profits derived from the general rise in 
prices. Profits from booming theatrical trade 
are viewed as war profits as much as profits 
on the manufacture of tanks or airplanes. 


The excess profits tax, by its nature, is 
not a levy upon normal profits. The admin- 
istrative problem, therefore, is to separate 
in the earnings of a taxpayer those profits 
which are normal, or may be considered 
normal, and those which are “excess” or 
war profits. This is a task which involves 
questions not only of law and accounting 
but of economics. 
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What Are “Normal” Profits? 


The law attempts to define “normal” 
profits by two methods, the “invested capital” 
method and the “average earnings” method. 


In popular discussion of “how to take the 
profits out of war” the idea seems to be that 
this is done by taxing all earnings above a 
certain allowable rate of return on capital 
invested. The problem is, of course, far 
more complex. Even in the case of limits 
of return on invested capital, enormous diffi- 
culties exist in determining what is invested 
capital, and what the rate base should be. 
Limitations on profits based upon capital 
investment overlook the fact that capital is 
only one of the factors of production, and 
sometimes the least important. It was to 
meet the exceptions that the Congress pro- 
vided the “average earnings” method of 
computing the excess profits tax. 


The great bulk of the cases for relief 
under the Act are those involving the “aver- 
age earnings” method, and the following 
discussion relates to this type of case. 


Under the “average earnings” method 
normal earnings are defined by the Act to be 
the average earnings for the years 1936 
through 1939. It is, in other words, a statu- 
tory and not an economic concept. Average 
earnings for the years 1936 through 1939 
are “normal” by fiat, and not necessarily so 
by fact. The “average earnings” method of 
determining normal earnings is inherently 
defective and represents a rule of thumb 
adopted by the Congress simply from the 
sheer necessity of providing some simple, 
administrable rule. It was in recognition 
of the inadequacy of the rule that Section 
722 was inserted. 


Section 722 has become, in consequence, 
the core of the excess profits tax, and only 
by an intelligent and broadly based under- 
standing of this section can the Act be 
equitably administered. 


The Two-Year Pushback 


If Section 722 is the core of the excess 
profits tax, Section 722 (b) (4) is the nucleus 
of the section, since it is under Section 
722 (b) (4) that the great bulk of the relief 
cases fall. By extending the analogy, the 
two-year push-back provision is the activat- 
ing principle of Section 722 (b) (4). This 
provision reads: 


“Tf the business of the taxpayer did not 
reach, by the end of the base period, the 
earning level which it would have reached 
if the taxpayer had commenced business or 
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made the change in the character of the 
business two years before it did so, it shall 
be deemed to have commenced the business 
or made the change at such earlier time.” 

The language, to put it mildly, presents 
difficulties. It can be comprehended only in 
the light of the general theory of the Act, 
the theory which considers all events sub- 
sequent to December 31, 1939 (with certain 
statutory exceptions) as being abnormal, 
affected by war economy, and subsequently 
not to be taken as a measure of normal 
earnings. This theory is incorporated in the 
provision of Section 722 that “no regard 
shall be had to events or conditions affecting 
the taxpayer, the industry of which it is a 
member, or taxpayers generally occurring 
or existing after December 31, 1939.” 


The purpose of the pushback provision, 
so far as realizable, is to avoid any refer- 
ence to or consideration of post-1939 con- 
ditions. It attempts to preclude any reference 
to post-1939 events, or any use of post-1939 
data by a process of setting back two years 
in time the events upon which the applica- 
tion for relief is conditioned. Instead of a 
conjecture as to what the business would 
have done in the two following years had 
the war not supervened, it allows a conjec- 
ture as to what might have happened if the 
change upon which relief is based had oc- 
curred two years earlier. In either case, the 
conjecture represents a task in economic 
metaphysics—but let it be said, in defense 
of the framers of the Act, that the task, for 
all its metaphysics, is not 4n insuperable one. 


“Peeping Behind the Curtain” 


The error of many taxpayers, it may be 
stated, has been to introduce into their relief 
applications data and statistics derived from 
business operations subsequent to the dead- 
line. “Peeping beyond the curtain” is the 
phrase that has grown up to characterize the 
use of post-1939 data. 


Because of the clear prohibition of the 
Act it appears that calculations, computa- 
tions and estimates based upon any reference 
to post-1939 events will be rejected by the 
Bureau in determining the amount of relief 
allowable. Official reluctance to entertain 
any reference to post-1939 events is based 
upon the sound and reasonable grounds that 
to do so would introduce even greater com- 
plications into the administration of the Act 
than already exist. A ‘whole new set of 
questions would require answer: when would 
it be permissible to consider post-1939 events 
for the purpose of arriving at an equitable 
determination, and when not? What influ- 
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ences affecting profits are to be treated as 
war influences and what are normal peace 
time influences? Etc. 


From an economic standpoint, also, while 
the task in any case is difficult, it is no more 
difficult to project a determination of the 
effect of business changes upon the basis 
of pre-1940 events than it would be to at- 
tempt to separate from post-1939 data the 
effects of the war and the normal effects of 
the business changes. Certain procedures are 
available to the economist by which reason- 
able and, in most cases, adequate answers 
can be given to the questions, procedures 
that have long been in use in practical busi- 
ness affairs in estimating the probable re- 
sults of a course of action, the reasonable 
expectancy of return upon investment, and 
the like. 


The first task, then, in applying the push- 
back formula is one which lies in the field 
of economics rather than of accounting. The 
Bureau of Internal Revenue has not given 
an indication as to what economic procedures 
and principles will be acceptable to it in 
arriving at a “just and fair amount repre- 
senting normal earnings” in the absence of 
any consideration of post-1939 events. The 
task is that of determining without refer- 
ence to post-1939 events what level of earn- 
ings might have been attained by the 
taxpayer as a result of the changes in the 
business had the war not supervened. 


The Problem of Computation 


We may now consider the problem of how 
to compute the “constructive average base 
period net income” under the Act and the 
Regulations. 


To simplify discussion, let us lay aside for 
a moment the complicated problem of the 
effect, in terms of earhings, of a given busi- 
ness change upon which an application for 
relief under Section 722 (b) (4) is based. 
We will assume that reasonable minds have 
agreed upon the amount, or level, of earn- 
ings which the business would realize at the 
end of the extended two-year experience. 


At this point we come to the statement 
in the Regulations that: 


“Since the constructive average base period 
net income is the fair and just amount repre- 
senting normal earnings, a taxpayer in com- 
puting such amount is not, as a matter of 
right, entitled to use the rules provided by 

. section 713 (f), relating to average base 
period net income in case of increased earn- 
ings in last half of base period. However, 
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in a proper case, the principles underlying 
. section 713 (f) may be taken into ac- 
count....” (Italics supplied.) 


At once the question that arises is as to 
the “proper case” referred to in the Regula- 
tions in which both Section 722 (b) (4) and 
Section 713 (f) are applicable. Section 713 (f) 
is, of course, the provision for the “growth 
formula” in cases of expanding earnings. 
The growth formula permits a computation 
of excess profits tax credit weighted by the 
experience of the latter half of the base 
period. The taxpayer, remember, does not 
have to apply for relief to use the growth 
formula. 


The growth formula is complicated in its 
statement, and is not easily expressed math- 
ematically. In the case of a corporation on a 
calendar year basis, and enjoying greater 
earnings in the latter half of the base period 
(1938 and 1939) than in the earlier half 
(1936 and 1937) the average base period net 
income is computed by taking one-half the 
difference between the earnings for the two 
halves, adding this difference to the earnings 
of the latter half, and then taking one-half 
of the resultant sum. This resulting quotient 
becomes the average base period net income 
if it is less than the actual net income for any 
year of the base period. In other words, the 
limit of average base period net income 
under the growth formula is the highest 
income actually realized in any year in the 
base period. 


Thus, if the income for the base period 
was as follows: 1936, $100,000; 1937, $200,000; 
1938, $300,000; 1939, $400,000, the actual av- 
erage base period net income is $250,000. By 
the computation under the growth formula, 
however, the average is $450,000; but under 
the limitation provided in the growth formula, 
the amount which may be set up for the 
excess profits tax credit is $400,000, the 
amount realized in 1939. 


A formula valid in the case of most tax- 
payers on the calendar year basis would be 
as follows: 


Let A = 1936 net income 
B = 1937 net income 
C = 1938 net income 
D = 1939 net income 
Average base period net income = 
3(C + D)—(A + B) 


4 
with the result limited by the highest of 
A BC. ce Dy. 


To illustrate the problem of “a proper 
case” let us assume that a corporation ap- 
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plying for relief under Section 722 has estab- 
lished a constructive base period net income 
as follows: 1936, $200,000; 1937, $300,000; 
1938, $400,000; 1939, $500,000. The average 
earnings are $350,000. If the taxpayer may 
also use the growth formula of Section 713 
(f), the constructive average base period net 
income becomes $500,000. 

Which figure is to be used, $350,000 or 
$500,000? 

The Regulations say that in some cases it 
shall be the former and in some it may be 
the latter, but give no further indication as 
to when the growth formula may be used 


with the relief provision. 


A Case Example 


In order to pose the question in more 
concrete fashion, let us assume the case of a 
taxpayer, which we will call the Betty Lou 
Shops, Inc., operating a chain of women’s 
apparel shops in a midwestern city. 


Until 1938 the taxpayer operated four 
shops, but in 1938 a fifth shop was opened. 
The operating statement for the four years 
1936 to 1939, inclusive, (the taxpayer is ona 
calendar year basis) is as follows: 





1936 1937 1938 1939 

Sales of, 4 shops. .... 6.000622. $100,000 $110,000 $100,000 $110,000 
Sales of 5th shop .......... ine 0 0 5,000 20,000 
POG -GHIGS. ccccs<.. yas ee aa 100,000 110,000 105,000 130,000 
Oo ge a ne 40,000 44,000 42,000 52,000 
Overhead Cee 24,000 24,000 30,000 30,000 
PU Onn. Bi sco ba cen 12,000 12,000 10,000 10,000 

a gear ee ES Ee gt 24,000 30,000 23,000 38,000 





Expenses of the taxpayer are grouped 
under three headings: Cost of Sales, averag- 
ing 40% of sales; Overhead, consisting of 
rent, light, salaries and wages, and other 
expenses which are relatively fixed in rela- 
tion to the shop to which they are charge- 
able and approximately $6,000 per shop; and 
Administrative Expenses, which were $12,000 
per annum the first two years, but, as a 


In 1938, as stated, the Betty Lou Shops 
added a fifth shop to its chain and has ap- 
plied for relief under Section 722 (b) (4) on 
the ground of an increase in capacity. We 
may now consider how to compute the con- 
structive average base period net income. 


The added shop showed sales in 1938 of 
$5,000 and in 1939 of $20,000. It may rea- 
sonably be expected, on the basis of the 
sales record of the four shops that had the 
shop been started two years earlier it would 
have reached by 1938 and 1939 a sales vol- 
ume equal to that of the average of the 


other shops, or $25,000 in 1938 and $27,500 
in 1939. 


3 ($23,000 + $38,000) — ($24,000 + $30,000) ) 
4 


result of management efficiencies, were re- 
duced to $10,000 per annum in the later 
years. 


Average base period net income is $28,750. 


Under the growth formula of Section 713 
(f), and without benefit of the relief section, 
the average base period net income for 
excess profits tax credit is $32,250 (that is 


Syed 


= $32,250. 


Attention is invited at this point to a com- 
mon error made in applying the pushback 
provision. This error is to reconstruct the 
effect of the added capacity on the basis 
simply of pushing back the results two 
years, as follows: 


Year Constructive Sales 
PR fc on roy. poate hud aie eee $ 5,000 
MN yi acecrstcesN cn ate ict SR 20,000 
A Siti Rouse panera 25,000 
WINNT cahaciiscic-o, azo nias Hadas oka 27,500 


This method gives a constructive base period 
earnings statement for the Betty Lou Shops 
as follows: 





1936 1937 1938 1939 
Sales of 4 shops ............... $100,000 $110,000 $100,000 $110,000 
Sales of Sth Shop .............. 5,000 20,000 25,000 27,500 
ME ss cor aie, 105,000 130,000 125,000 137,500 
eek WD cos... cncevde es 42,000 52,000 50,000 55,000 
oe ee 30,000 30,000 30,000 30,000 
Adm. expense ....... tei ae 12,000 12,000 10,000 10,000 
Sata VCE: 21,000 36,000 35,000 42,500 





Expanding Business 


883 





A closer reading of the Act and the Regu- 
lations, however, will make clear that this 
is not the method prescribed. The Act refers 
specifically to the “earnings level it (the 
business) would have reached.” 


The earnings level which the Betty Lou 
Shops would have reached, resulting from 
the addition of the new shop in 1938, is to be 
derived by including in all the base period 
years the earnings attributable to the added 
shop at the level reached by the two-year 
extended experience. 


We have assumed that it would have 
reached, by the end of the two years, a 
sales volume equal to that of the average 
of the other shops at the end of the base 
period, that is, $27,500. We may have con- 
cluded, however, as a result of analysis of 
experience trends and other factors, that the 
sales volume that would be attained at the 
end of the two years’ extended experience 
would be a figure less than the average of 
the other shops, or, conversely, a figure 
greater. This would depend upon a survey 
of all the business factors and the develop- 
ment of an estimate upon the basis of the 
facts. In our example, we have assumed, for 
simplicity, that the level reached at the end 
of the two years would be that of the other 
shops of the Betty Lou chain. 


This level becomes the basis upon which 


1936 


$100,000 
25,000 
125,000 
50,000 
30,000 
12,000 
33,000 


Sales of 4 shops . 
Sales of 5th shop .... 
Total sales 

Cost of sales 
Overhead : 

Adm. expense 


Applicability of Growth Formula 


Constructive average base period net in- 
come without the application of the growth 
formula of Section 713 (f£) would be $37,750. 
With the application of Section 713 (f) the 
constructive average base period net income 
would be $39,750. The question is whether 
this is a “proper case” in which the growth 
formula may be used in addition to the 
pushback provision. 


It is not possible to speak authoritatively 
on this subject in the absence of a ruling 
by the Bureau of Internal Revenue or the 


earnings throughout the base period are to: be 
constructed, 


Adjustment for Base Period Trends 


Having determined the level of sales (and 
earnings) reached by the two-year exten- 
sion, however, we must now adjust this 
level in conformity with the trend of busi- 
ness during the base period. In other words, 
the 1939 level is not the 1938 level, since 
business generally did not fare so well in 
1938. Similarly, the level must be adjusted 
for the comparable general levels in 1936 and 
1937. 


In making this adjustment, resort to gen- 
eral business indices may be necessary, say, 
the appropriate comparable index of retail 
trade. It is a good rule, however, that the 
taxpayer’s own experience is a better guide 
to what he would have done than any gen- 
eral index. In our example, we have indi- 
cated a variable experience in the base period, 
of two good years, 1937 and 1939, and two 
lesser years, 1936 and 1938. We adjust the 
level to conform to this trend. This gives 
constructive sales for the fifth shop, for the 
base period, as follows: 1936, $25,000; 1937, 
$27,500; 1938, $25,000; 1939, $27,500. 


On the basis of these adjusted construc- 
tive sales, we may now determine construc- 
tive base period net income as follows: 


1937 


$110,000 
27,500 
137,500 
55,000 
30,000 
12,000 
40,500 


1938 


$100,000 
25,000 
125,000 
50,000 
30,000 
10,000 
35,000 


1939 
$110,000 
27,500 
137,500 
55,000 
30,000 
10,000 
42,500 


Tax Court, but the accepted opinion seems 
to be that in such a case the growth formula 
would not be applicable since growth has 
already been allowed in the determination 
of the earnings level of the added unit. This 
would seem to be in accord with the intent 
of the Act, since, from the figures given 
above, it is obvious that the sales of the 
original four units are not expanding. The 
growth has occurred, and credit has been 
given for such growth in the application of 
the pushback provision in determining con- 
structive sales and earnings of the added 
unit. [The End] 
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A critique of Mr. Louis Eisenstein’s article 


in the Harvard Law Review 


The Final Adjudicator of Tax Law 


By KALMAN A. GOLDRING 
Attorney in New York City 


HE AUGUST ISSUE of TAxeEs con- 

tained “Some Iconoclastic Reflections on 
Tax Administration” by Louis Eisenstein. 
[The article was reprinted from the Harvard 
Law Review.|] Mr. Eisenstein finds a conflict 
in statutory interpretation of tax law in that: 
“The real choice is not between the ‘law’ 
and the administrative interpretation, but 
between the judicial version of the ‘law’ and 
the Treasury’s understanding of that ‘law’.” 
Asserting that “In this field there is gener- 
ally no question of right or wrong, but rather 
a problem of reaching a pragmatically wise 
result,” he suggests that “The very factors 
which disqualify the courts as interpreters 
of tax legislation point unmistakably to 
solution by Treasury administration.” 


The conclusion of his discourse is that the 
Supreme Court is wrong in deferring to the 
Tax Court on tax matters (Dobson v. Com., 
320 U. S. 489) but should give finality to 
Treasury Regulations instead, The Treasury 
should “be, for all practical purposes, the 
final arbiter on the construction of the In- 
ternal Revenue Code. 


Mr. Eisenstein argues well. His criticism 
of existing review of Tax Court’s decisions 
by ten different circuit courts is worth con- 
sideration. His basic recommendations, how- 
ever,—(1) that the Treasury Department 
should be accorded the same finality ac- 
corded most administrative boards (on which 
he is somewhat plaintive); (2) that the 
Treasury will be fair both to collector 
and taxpayer, and (3) that the interpreta- 


Volumes 


2 Tt 
$ TC 
4 TC 


No. of Cases 


153 113 
(Regulation 94, Article 23(q)-1 held invalid) 
160 124 


(Regulation 109, Section 30.711(a)-2 held invalid) 
. 135 98 


tion of taxing statutes is an administrative 
problem of application of the law—do not 
rest on such logical foundations. 


Any attempt to compare the position of 
the Treasury Department to such adminis- 
trative agencies as the Interstate Commerce 
Commission, the National Labor Relations 
Board or the other multitude of rule-making 
authorities, runs into an immediate, insur- 
mountable hurdle. Every one of these agen- 
cies is administering a law under which its 
decisions have no effect on any other func- 
tion of the agency, while any decision of the 
Treasury affects the public purse which it 
also governs. There is no other administra- 
tive agency which both makes rules and ap- 
plies them for its own direct benefit. In 
such a situation, administrative finality would 
be a license to departmental class-tax manipu- 
lation. 


Concerning the Treasury’s ability to deal 
fairly with both itself and the taxpayer, it 
is only necessary to quote a small portion 
from “The Trial of the Tax Court” by Hugh 
C. Bickford (Taxes, June, 1945, at page 487) 
where the author, in outlining the history of 
the Board of Tax Appeals, says: “The 
Board was created in 1924 because of the 
simple fact that the administration of the tax 
laws by the Treasury Department had be- 
come so partial (and even corrupt) that the 
administrative function was fast approach- 
ing the status of a national scandal.” He 
goes on to quote Mr. Green, Chairman of 
the Ways and Means Committee: “That is 


Issues Decided Issues Decided 
for Against 
Commissioner Commissioner 


104 
115 
102 


(Regulation 103, Section 19.111-1 held invalid) 
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something we want to correct by this refer- 
ence to the Board of Tax Appeals, so that 
the government will not be without any 
remedy and eliminate this tendency, which 
undoubtedly does exist and is also unfair 
to the taxpayer, to have everything decided 
in the first instance in favor of the Govern- 
ment.” 


The ability of the Treasury Department 
to be wrong is shown by a tabulation which 
I have made (at the bottom of the preceding 
page). This does not show any overwhelm- 
ing balance in favor of the Treasury. 


Regulation Changes 


Analyzing changing regulations, there is 
even less reason to trust the Treasury to in- 
terpret the law without one eye, if not both 
eyes, on the condition of the revenues. In 
the field of income taxes alone, the follow- 
ing changes in the regulations were made in 
1944 which were not caused by any change 
in the statute. 


Regulations 111, Section 29.23(a)-15, pro- 
mulgated October 26, 1943 (derived from 
T. D. 5196, 1942-2 CB 96, to conform to the 
Revenue Act of 1942) provided: 


“Ordinary and necessary expenses in con- 
nection with the management, conservation 
or maintenance of property used as a resi- 
dence by the taxpayer or acquired by him 
for such use is not deductible, even though 
the taxpayer makes efforts to sell the prop- 
erty at a profit or to convert it to income- 
producing purposes, and even though the 
property is not occupied by the taxpayer as 
a residence, unless prior to the time such 
expenses are incurred the property has been 
rented or otherwise appropriated to income- 
producing purposes by some affirmative act 
and has not been reconverted.” 


Whereas T. D. 5331 was promulgated Feb- 
ruary 9, 1944, providing: “Ordinary and 
necessary expenses paid or incurred in con- 
nection with the management, conservation 
or maintenance of property held for use as 
a residence by the taxpayer are not deductible. 
However, ordinary and necessary expenses 
paid or incurred in connection with the man- 
agement, conservation, or maintenance of 
property held by the taxpayer as rental prop- 
erty are deductible even though such prop- 
erty was formerly held by the taxpayer for 
use as a home.” 


These Regulations construe Section 121(a) 
of the Revenue Act of 1942 (Internal Reve- 
nue Code 23(a)(2)): 
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Non-Trade or Non-Business Expenses 


“In the case of an individual, all the ordi- 
nary and necessary expenses paid or in- 
curred during the taxable year for the 
production or collection of income, or for the 
management, conservation or maintenance 
of property held for the production of income.” 

I submit that it took the Treasury Depart- 
ment two years to read literally the very 
clear words “property held for the produc- 
tion of income”. 

Regulation 111, Section 29.23(x)-1 origi- 
nally provided: “Where during the year 
for which the deduction is taken payments 
are made for medical care which are not 
compensated for during such year but for 
which compensation is received in a subse- 
quent year, the portion of the compensation 
so received which is attributable to the de- 
duction taken is that proportion of such 
compensation which the amount of the de- 
duction to the total amounts of the payments 
made in the prior year not compensated for 
during such prior year.” It was changed 
November 1, 1944 by T. D. 5415 to read: 

“Where during the year for which the de- 
duction is taken payments are made for 
medical care which are not compensated for 
during such year but for which compensa- 
tion is received in a subsequent year or 
years, the entire amount of the compensa- 
tion so received, if equal to or less than the 
amount which was deducted, shall be con- 
sidered as attributable to the deduction taken 
for such prior year. If the amount of the 
compensation received in the subsequent 
year or years # greater than the amount 
which was deducted for the prior yéar, such 
portion of the compensation received which 
is equal in amount to the deduction taken 
shall be considered as attributable to the 
deduction. If the deduction for the prior 
year would have been greater than $2,500 
or $1,250, as the case may be, but for the 
limitations on such deduction provided by 
section 23(x), then, for the purposes of the 
two preceding sentences, the amount of com- 
pensation received in a subsequent year or 
years shall be reduced by an amount equal 
to the amount by which the deduction for 
the prior year would have been greater than 
$2,500 or $1,250, as the case may be, but 
for such limitations. If compensation is re- 
ceived in a subsequent year or years, the net 
deduction for medical expenses will thus be 
the same as if the compensation had been 
received in the year in which the payments 
for medical care were made.” 

Thus, it reduced, as shown by the Treasury 
Department’s own examples, the benefits to 
the taxpayer: 


October, 1945 @© TAX ES—The Tax Magazine 








the 
yn- 
cen 
the 
ent 
unt 
ich 
ich 
cen 
the 
i0r 
500 
the 


the 





Regulation 111 
Payments in 1942 
Ins. in 1942 


Non-comp. pymt. 1942 .......... 
Less 5% of 3000 net income. . 


Excess. 1942 deduction 


Compensation on above in 1943... 
Portion attributable to 1942 
100 
— x 150 
250 


Amt. to excluded 1943 
Taxable income. 1943 


Another “Administrative” 
Readjustment 


I give only one more glaring example 
of this “administrative” readjustment of 
regulations to fit the public purse instead of 
interpreting or explaining the Statute. Reg- 
ulations 111, Section 29.42-1(a) originally 
read: 


“Such items as claims for compensation 
under canceled Government contracts con- 
stitute income for the year in which they 
are allowed or their value is otherwise defi- 
nitely determined, if the return is rendered 
on the accrual basis; or for the year in which 
received, if the return is rendered on the 
basis of cash receipts and disbursements.” 


It was altered by T. D. 5405 on Septem- 
ber 22, 1944 to: 


“Except as otherwise stated in this sub- 
section, such items as claims for compensa- 
tion under cancelled Government contracts 
constitute income for the year in which they 
are allowed or their value is otherwise defi- 
nitely determined, if the return is rendered 
on the accrual basis; or for the year in 
which received, if the return is rendered on 
the basis of cash receipts and disbursements. 
In the case of a termination of a war con- 
tract as defined by section 3 of the Contract 
Settlement Act of 1944 (or the termination 
of any other Government contract as to 
which the right to compensation is defi- 
nitely fixed and the measure thereof is de- 
terminable with reasonable accuracy), if the 
return is rendered on a basis other than 
cash receipts and disbursements, compensa- 
tion for the termination shall, unless a dif- 
ferent method of reporting is prescribed or 
approved by the Commissioner, constitute 
income for the taxable year in which falls 
the effective date of the termination, except 
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300 300 
50 50 
250 250 
150 150 
100 100 
150 150 


60 Deduction allowed 1942 100 






90 50 


100 


that if any part of the compensation is at- 
tributable to cost, expenses, or losses in- 
curred in a subsequent year such part of 
the compensation shall be returned as in- 
come for the subsequent year.” 


Section 42 (a) of the Code remained un- 
changed: “General Rule—The amount of 
all items of gross income shall be included 
in the gross income for the taxable year in 
which received by the taxpayer, unless, 
under methods of accounting permitted 


under section 41, any such amounts are to 


be properly accounted for as of a different 
period.” 


The original regulation and the section 
have been many times before the courts 
which sustained the Commissioner’s claim 
that whenever a transaction between two 
parties gives rise to claims and counter- 
claims, neither party sustains a loss or 
realizes income from the transaction until 
the litigation is finally determined or settled 
by agreement of the parties. (Norton v. Com., 
104 F. (2d) 534; John R. Lankenau v. U. S., 
46 F. (2d) 158; Niagara Share Corp. v. Com., 
82 F. (2d) 208; Lucas v. American Code Co., 
280 U. S. 445; Com. v. Oil Co., 127 F. (2d) 
262; Estate of Putnam v. Com., 89 L. Ed. 734.) 


In Ewing Thomas Converting Co. v. Mc- 
Caughlin, 43 F. (2d) 503, the Circuit Court 
summed up the requirements thus: “Within 
the year, there is a definite admission of lia- 
bility, negotiations for settlement are begun, 
and a reasonable estimate of the amount 
* * * is accrued.” 


Contract Settlement Act 


Only one event could give rise to the 
action of the Treasury Department: the 
promulgation of the “Contract Settlement 
Act of 1942” which is neither a revenue act 
nor changes the section of the Code con- 
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strued by the Regulation. If the Contract 
Settlement Act results in the admission of 
a definite liability together with a deter- 
mination of the amount thereof, with rea- 
sonable accuracy, the new regulation is 
unnecessary—the result under the old being 
the same. I submit that there is no provi- 
sion or construction of the Contract Settle- 
ment Act under which a determination of 
the amount of the settlement, with reason- 
able accuracy, before final agreement, can 
be made. A liability in an amount to be 


Maryland provides that conveyances to 
the state or any agency or political sub- 
division thereof shall not be subject to 
the document recording tax. 


Minnesota eliminates that portion of 
the mortgage registry law which pro- 
vided that if the maturity of any portion 
of the debt secured by the mortgage as 
therein stipulated shall be fixed at a date 
more than five years and 60 days after 
the date of the mortgage, then and in 
that case the tax to be paid on such 
portion shall be at the rate of 25 cents 
on each $100 or fraction thereof. 





New York extends without change for 
another year the additional emergency 
tax on stock transfers; requires persons 
making sale or transfer of stock “includ- 
ing person to whom sale or transfer is 
made” to pay the stock transfer tax; 
repeals the additional emergency tax on 
stock transfers and provides for a tax of 
2 cents a share, except where the shares 
or certificates are sold, in which case the 








agreed upon or adjudicated is all that the 
Contract Settlement Act provides and the 
regulation is promulgated with a view to tax 
collections rather than to tax law. 


Mr. Eisenstein cannot be so naive, in this 
state of record, to believe the taxpaying 
public will, or should, allow the Treasury 
Department to become the final adjudicator 
of the application of the tax law to specific 
problems with any real degree of finality. 


[The End] 





Stock —_— and Document Recording Taxes 


Summarized below are changes in the stock transfer and various document 
recording taxes made by the states during the past year: 


tax is 1 cent where the selling price is 
less than $5 a share; 2 cents where the 
selling price is more than $5 but less 
than $10 a share; 3 cents where the 
selling price is more than $10 but less 
than $20 a share and 4 cents where the 
selling price is more than $20 a share. 
Note.—The Tax Commission prescribes 
a tax of 4 cents for shares selling for $20. 


Pennsylvania provides for an alterna- 
tive method of collecting the stock trans- 
fer tax (the tax may be paid by a 
member of any securities exchange and 
should be remitted to the Department of 
Revenue at least once a month) ; modifies 
the rates of tax imposed on stock trans- 
fers made after July 1, 1945. The tax 
is imposed at 2 cents per $100 of market 
value, not exceeding, however, 2 cents per 
$100 of face value, or in the case of shares 
or certificates without designated mone- 
tary value not exceeding 2 cents per share. 


Washington exempts conveyances made 
to the state from the tax on conveyances. 
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HEN A CORPORATION plans to 

enter a state in which it is not licensed 
to do business for the exclusive purpose of 
furthering foreign commerce there, one of 
the questions which arise is concerned with 
the necessity of obtaining such authority to 
do business in the state and the accompany- 
ing payment of initial taxes or entrance fees 
to the state. 


Other questions which also suggest them- 
selves are concerned with the liability of 
such a corporation, engaged exclusively in 
foreign commerce with respect to the state, 
to the payment of annual state taxes, such 
as franchise taxes, income taxes, license 
taxes and property taxes. 


The principal provision of the Federal 
Constitution which has a-direct bearing 
upon such a corporation’s position is found 
in Article 1, Section 8, Subdivision 3, which 
provides that Congress shall have power: 
“To regulate commerce with foreign na- 
tions, and among the several states, and 
with the Indian tribes.” 


This is, of course, the “interstate com- 
merce clause” of the Constitution of the 
United States. It may be said that, just as 
it has been held that, under this provision, 
states may not regulate interstate commerce 
by placing burdens upon it, so foreign com- 
merce may not be regulated or controlled 
in this way by a state. 


Initial Tax and Qualification Decisions 


The power thus contained in the “inter- 
state commerce clause” of the Federal Con- 
stitution “to regulate commerce with foreign 
nations” has rarely been construed as it 
concerns a question of the necessity of the 
payment of state initial taxes by a foreign 
corporation to a state in which the corpora- 
tion’s activities are limited entirely to the 
furtherance of foreign commerce. Few also 
are the decisions upon the broader question 


Foreign Commerce and State Taxes 





Foreign Commerce 


and 


State Corporation ‘l’axes 
By EDWARD ROESKEN 


of the necessity of compliance by a foreign 
corporation so engaged in foreign commerce 
with the state’s “qualification” requirements, 
of which the payment of state initial taxes 
forms a constituent part. 


In what is perhaps the outstanding state 
court decision on the subject, W. B. Clarkson 
Co. v. Gans S. S. Line, 187 S. W. 1106, de- 
cided by the Texas Court of Civil Appeals, 
an unlicensed New York corporation was 
engaged in Texas in the business of trans- 
porting merchandise in ships owned and 
chartered by it between ports in the United 
States and foreign countries, one phase being 


‘transportation between Galveston, Texas 


and ports in France and Germany. On the 
question of the necessity of the obtaining of 
a permit to do business in Texas, the Court 
of Civil Appeals observed: 


“Our statute requiring foreign corpora- 
tions doing business in this state to secure a 
permit has no application to interstate or 
foreign commerce, and we think it clear that 
plaintiff was not required to obtain a permit 
to conduct its business of carrying mer- 
chandise from ports of this state to foreign 
ports. Such business is essentially foreign 
commerce and is beyond control or regula- 
tion by this state.” 


A somewhat similar decision, but involv- 
ing the payment of the initial license fee by a 
foreign corporation under Section 181 of the 
New York Tax Law was Erie Beach Amuse- 
ments, Ltd. v. Spirella Co., Inc., 173 N. Y. S. 
626. The fee was held not to be payable 
by an unlicensed Province of Ontario cor- 
poration which had entered into a contract 
for a charter party for the transportation 
of persons on one of its steamers from 
Niagara Falls, New York, to Erie Beach, 
Canada, and return. The court remarked 
that the contract related solely to trans- 
portation of passengers in foreign commerce 
and observed that it was analogous to the 
contracts made in Kentucky for the trans- 
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portation of goods by an express company 
from that state to other states and which 
was held to be interstate commerce in 
Crutcher v. Kentucky, 141 U. S. 47, 11 S. Ct. 
851. The conclusion reached was that the 
Ontario corporation had a perfect legal right 
to enter the State of New York and to main- 
tain an office for the transaction of such 
foreign commerce, and that the Constitu- 
tion of the United States protected it in the 
exercise of that right. 


Where, in addition to foreign commerce, 
interstate commerce is also carried on, so 
that it may be said that the corporation is 
engaged within the state solely in interstate 
and foreign commerce, the same immunity 
from state control and regulation exists. 
The California District Court of Appeal so 
indicated in July, 1942, in Dant & Russell, 
Inc. v. Board of Supervisors of Los Angeles 
County et al., 128 P. (2d) 389. There, a 
foreign corporation, not licensed to do busi- 
ness in California, and admittedly engaged 
solely in interstate and foreign commerce, 
was ruled to be entitled to maintain a suit 
in the California courts without being re- 
quired to comply with the statutes under 
which foreign corporations obtain authority 
to do business in the state. 


In connection with interstate commerce, 
there is a leading case to the effect that, 
where a corporation consigns its goods to 
an independent dealer in a state other than 
that in which the corporation was created, 
and the dealer sells the goods and remits 
the sales price, less his commission, this 
constitutes a transaction in interstate com- 
merce, and authorization to do business is 
not required of the foreign corporation— 
provided its activities within the state are 
limited strictly to such a method of carrying 
on business.” A comparable rule has been 
applied as to foreign commerce in connec- 
tion with the shipment of goods on con- 
signment from a foreign country to a factor 
in one of the states. In Badische Lederwerke 
v. Capitelli, 155 N. Y. S. 651, 92 N. Y. Misc. 
260, a corporation in a foreign country, with 
a factory there, shipped goods on consign- 
ment and commission, to be effected in 
New York by a resident agent who also sold 
goods of the same kind for others. This was 
ruled to constitute the doing of business by 
the agent and not by the foreign corpora- 
tion, which was not regarded as subject to 
qualification and the payment of initial taxes. 

In a comparatively recent Pennsylvania 
case, the Supreme Court of that state ruled 





1 Butler Bros. Shoe Co. v, United States Rub- 
ber Co., 156 Fed. 1, certiorari denied, 212 U. S. 
577. 
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that a foreign corporation, engaged exclu- 
sively in foreign commerce, was not obliged 
to register to do business as a foreign .cor- 
poration in order to obtain benefits or privi- 
leges under the Pennsylvania Workmen’s 
Compensation Act. (United Fruit Co. v. De- 
partment of Labor and Industry, 25 A. (2d) 
#71.) 


Thus it may be concluded, from the cases 
cited, that a foreign corporation, which is 
engaged exclusively within a state in fur- 
thering foreign commerce directly, does not 
become subject to the payment of state 
initial taxes or to the qualification require- 
ments of the state. 


Furthering the Foreign Commerce 


of Others 


Where, however, a foreign corporation 
is engaged in business within a state merely 
in facilitating the foreign commerce of others, 
or otherwise carries on a local business re- 
lated to transactions touching another coun- 
try, a different conclusion may be reached. 


For instance, in May, 1944, the Supreme 
Court of the United States held that a for- 
eign corporation which entered Minnesota 
and carried on a customhouse brokerage 
business there by performing, for shippers 
of goods into the United States, for an 
agreed compensation, the service of clearing 
the goods through the customs and making 
payment of the proper tariffs, was doing 
business in Minnesota so as to be required 
to be qualified as a foreign corporation. 
(Union Brokerage Co. v. Jensen et al., 64 S. 
Ct. 967.) The court, referring to the initial 
license fee of fifty dollars, observed: “The 
burden, such as it is, falls on foreign busi- 
nesses that commingle with Minnesota 
people, and the burden, a fee of fifty dollars, 
is sufficiently small fairly to represent the 
cost of governmental supervision of foreign 
business enterprises coming into Minnesota.” 


This decision illustrates the general rule 
that where a foreign corporation transacts 
a substantial part of its ordinary business 
within a state, particularly where that busi- 
ness consists of rendering a service, it is to 
be regarded as “doing business” there, so 
as to be subject to state qualification re- 
quirements, even though those services may 
bear some relation to interstate or foreign 
commerce.” 





220 Corpus Juris Secundum, ‘‘Corporations’’, 
Sec. 1829, p. 46; Browning v. City of Waycross, 
34 S. Ct. 578, 233 U. S. 16; State v. Greenfield, 
Inc., 205 S. W. 619; Vaccinol Products Corp. 
v. State, 156 S. W. 2d 250; Case v. Mills Nov- 
elty Company, 193 So. 625. 
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In an earlier case, a Federal District Court 
in Oregon held that an unlicensed British 
Columbia finance corporation, acting through 
an agent permanently located in Oregon 
who received applications for loans, ap- 
proved by the company in British Columbia, 
was doing business in Oregon and could not 
maintain suit under the Oregon laws. There 
the Oregon agent, after approval, effected 
the remaining details in connection with the 
loans by securing mortgages on real prop- 
erty in Oregon and collected monthly in- 
stallments as they became due on the loans. 
(National Mercantile, Ltd. v. Watson, 215 Fed. 
929.) 





State Franchise Taxes 


The Supreme Court of the United States 
has held that an Alabama franchise tax 
could not be imposed upon a New York cor- 
poration, which was authorized to do busi- 
ness in Alabama, where its capital employed 
in Alabama consisted exclusively of goods 
imported from a foreign country to be sold 
in the original packages in which they were 
brought into Alabama. The court regarded 
the statute levying the tax, when construed 
to impose a tax upon the foreign corporation 
under such circumstances, as repugnant to 
the imports and commerce clauses of the 
Federal Constitution. (Anglo-Chilean Nitrate 
Sales Corporation v. The State of Alabama, 
53 S. Ct. 373, 288 U.S. 218.) 


In Matson Navigation Co. et al. v. State 
Board of Equalization et al., 56 S. Ct. 533, 297 
U. S. 441, the Supreme Court was consider- 
ing whether a proportion of net income 
from interstate and foreign commerce, at- 
tributable to the taxing state, might be in- 
cluded in the computation of the California 
franchise tax, measured by income. Uphold- 
ing the inclusion of such net income in con- 
nection with the taxes payable by affiliated 
California companies, the court remarked, 
toward the close of its opinion: “A foreign 
corporation whose sole business in Califor- 
nia is interstate and foreign commerce can- 
not be subjected to the tax in question.” 


A Michigan franchise or privilege tax was 
upheld by the Supreme Court of the United 
States where levied upon a Michigan bridge 
company which owned and operated an in- 
ternational highway bridge across the 
Detroit River, which collected tolls from 
vehicles and pedestrians passing over it. 
The latter were regarded as engaging in the 
commerce and the mere ownership and op- 
eration of the bridge as not constituting 
such commerce. (Detroit International Bridge 
Co. v. Corporation Tax Appeal Board of 
Michigan, 294 U. S. 83.) 


Foreign Commerce and State Taxes 





Mercantile License Tax 


In Crew-Levick Co. v. Commonwealth of 
Pennsylvania, 245 U. S. 292, the Pennsylvania 
annual mercantile license tax, (since re- 
pealed), based upon the volume of gross 
business transacted annually, was levied on’ 
the value of deliveries from a warehouse, 
including a sum representing deliveries to 
purchasers within the state and a sum rep- 
resenting deliveries to customers in foreign 
countries. The Supreme Court of the United 
States held that the tax could not be applied 
to the gross receipts from merchandise 
shipped to foreign countries. 





City Taxes 


A corporation in New Orleans, Louisiana, 
was the regularly employed agent of four 
steamship lines and occasionally represented 
others, all lines being exclusively engaged 
in interstate or foreign commerce. The 
agent’s business was confined solely to 
representing principals so engaged in such 
commerce, and consisted of soliciting and 
engaging cargo, nominating ships for carry- 
ing it, arranging for its delivery and similar 
services. The Supreme Court of the United 
States reversed a judgment allowing the 
recovery of a city of New Orleans license 
tax upon the agent as a tax upon its busi- 
ness of steamship agent, emphasizing that 
“the agent here neither did nor held itself 
out as ready to do a general business, partly 
local and partly interstate and foreign, but 
confined itself exclusively to the latter.” 
(Texas Transport & Terminal Co., Inc., v. 
City of New Orleans, 264 U. S. 150.) The 
facts in this case bear considerable resem- 
blance to those in the Union Brokerage Com- 
pany case, mentioned above, in which a 
foreign corporation somewhat similarly en- 
gaged, was held subject to state initial tax 
and qualification requirements in 1944. 


The New York City gross receipts tax 
was held not applicable to a New York 
corporation, with its principal place of busi- 
ness in New York City, which was the 
soliciting agent for freight and passenger 
business and the receipt and transmission of 
money by letter or cable for the benefit of a 
foreign corporation, engaged in foreign 
commerce, receiving commissions and fees 
for its services. The tax was regarded as 
a burden on foreign commerce by the New 
York Supreme Court. (Gdynia America 
Line, Inc. v. Taylor et al., 293 N. Y. S. 613.) 


The New York City sales tax was ruled 
by the Supreme Court of the United States 
as not applicable to sales of crude oil which 
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was imported from abroad, processed while 
in bond within New York City, and then 
delivered to vessels clearing for foreign 
ports. (McGoldrick v. Gulf Oil Corporation, 
60 S. Ct. 664, 309 U. S. 414.) 


Property Taxes 


On April 9, 1945, in The Hooven & Alli- 
son Co. v. Evatt, 65 S. Ct. 870, the Supreme 
Court of the United States rendered its most 
recent opinion concerning the levy of a 
state tax related to property imported into 
the United States and remaining in the 
original package at the time of the levy. 
The court held that raw material imported 
from the Philippines which was held in 
Ohio in the owner’s warehouse, pending 
manufacture, constituted imports immune 
from ad valorem taxation, where the owner 
was the importer. 


That court had previously denied certi- 
orari in 1943 in connection with a California 
Supreme Court decision in which it had 
been held that lumber, shipped from the 
Philippines to Long Beach, California, and 
held there, awaiting orders, was subject to 
property taxes. That state court had con- 
cluded that “since the lumber had come to 
rest in this state and was held here at peti- 
tioner’s pleasure or for a shipment elsewhere 
as petitioner’s interest dictated, it was a part 
of the general mass of property in the state 
and therefore subject to taxation. (Dant & 
Russell, Inc. v. Board of Supervisors of the 
County of Los Angeles et al., 133 P. (2d) 817, 
certiorari denied, 64 S. Ct. 34.) 


In the Hooven & Allison Co. case, the 
Supreme Court of the United States con- 
cluded that the immunity against state imposts 
or duties on imports, without Congressional 
sanction, found in Article 1, Section 10 of 
the Federal Constitution, was not lost by 
the storage of the merchandise in the origi- 
nal packages in the petitioner’s warehouse 
at its factory, pending its use in petitioner’s 
manufacturing operations. The court also 
ruled that articles brought into the United 
States from the Philippines are to be re- 
garded as imports which are subject to the 
constitutional provision mentioned, because 
“they are brought into the United States 
and because the place from whence they 
are brought is not a part of the United 
States in the constitutional sense to which 
the provisions with respect to imports are 
applicable”. In doing so, it applied its hold- 
ing in earlier cases that, in, order for goods 
to retain their character as imports, two 
factors are necessary: the goods must re- 
main in the hands of the importer and they 
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must remain in their original packages, not 
being mixed with the common mass of prop- 
erty in the state. (May & Co. v. City of New 
Orleans, 178 U. S. 496; Brown v. Maryland, 
12 Wheat. 419.) 


Interstate Commerce Decisions 


There are, thus, comparatively few deci- 
sions related to foreign commerce and the 
payment of state taxes by corporations. 
This is found to be especially true when a 
given type of tax is considered. There are, 
however, countless cases concerned with in- 
terstate commerce and the liability of cor- 
porations to the payment of state taxes and 
to compliance with qualification require- 
ments. These cases cover almost every con- 
ceivable situation involving activities of 
foreign corporations within given states and 
their immunity from or liability to such 
taxes and requirements. The concepts of 
interstate commerce and foreign commerce 
are so similar in many respects that the 
rules laid down by the courts in such cases 
involving interstate commerce are often 
given weight in resolving a question involv- 
ing foreign commerce: 


In Crew-Levick Company v. Commonwealth 
of Pennsylvania, 245 U. S. 292, mentioned 
above, the Supreme Court of the United 
States had before it the question of whether 
the Pennsylvania mercantile license tax as 
imposed upon the business of selling goods 
in foreign commerce, in so far as it was 
measured by the gross receipts from mer- 
chandise shipped to foreign countries, was 
in effect a regulation of foreign commerce 
or an impost upon exports, within the mean- 
ing of the pertinent clauses of the Federal 
Constitution. Answering the question in the 
affirmative, and regarding the tax as a tax 
upon foreign commerce and therefore a reg- 
ulation of it and to be, for the same reason, 
in effect an impost or duty upon exports, 
the court said: 


“This view is so clearly supported by 
numerous previous decisions of this court 
that it is necessary to do little more than 
refer to a few of the most pertinent. Case 
of the State Freight Tax, 15 Wall 232, 
276-277; Robbins v. Shelby County Taxing 
District, 120 U. S. 489; Fargo v. Michigan, 121 
U. S. 230, 244; Philadelphia & Southern 
Steamship Co. v. Pennsylvania, 122 U. S. 326, 
336; Leloup v. Port of Mobile, 127 U. S. 640, 
648; McCall v. California, 136 U. S. 104, 109; 
Galveston, Harrisburg & San Antonio Ry. Co. 
v. Texas, 210 U. S. 217, 227. 


“Most of these cases related to interstate 
commerce, but there is no difference be- 
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tween this and foreign commerce, so far as 
the present question is concerned.” 


There has been previously mentioned the 
restriction contained in Section 10 of Article 
1 of the Federal Constitution. This pro- 
vides that “No state shall, without the con- 
sent of the Congress, lay any imposts or 
duties on imports or exports, except what 
may be absolutely necessary for executing 
its inspection laws; * * *.” 

Referring to this provision and to the 
commerce clause, the Supreme Court said, 
in the Crew-Levick case: “Although dual 
in form, the question may be treated as a 
single one, since it is obvious that, for the 
purposes of this case, an impost upon ex- 


ports and a regulation of foreign commerce 
may be regarded as interchangeable terms.” 


Just as the highest court supported its 
conclusion with regard to a question con- 
cerning foreign commerce by a citation of 
cases including those relating to interstate 
commerce, so it is not unusual for counsel 
to resolve questions regarding foreign com- 
merce by frequently giving weight to the 
rules laid down by the courts in cases in- 
volving interstate commerce. The wide 
variety of situations considered in the inter- 
state commerce cases offers invaluable aid in 
reaching conclusions as to liability for state 
taxes where foreign commerce is carried on. 


[The End] 





Bank Taxes 


Legislative enactments during 1945, in the states affecting taxation of national 
and state banks and trust companies follow: 


Alabama amends the excise tax on 
financial institutions by excluding from 
gross income all contributions paid as 
employer under a stock bonus, pension 
or profit-sharing or annuity plan subject 
to certain limitations and restrictions. 


Massachusetts changes the date for 
making bank tax returns from the first 
ten days in January to March 15. 


New York provides that applications 
for revision of bank taxes for years be- 
ginning January 1, 1941, and January 1, 
1942, resulting from amendments per- 
mitting deduction of war losses may be 
made on or before September 1, 1946; 
provides for the allowance of a deduction 
for amortizable bond premium in com- 
puting net income for the purposes of 
taxes on banks imposed by Articles 9-B 
and 9-C, Tax Law; provides for the tax- 
ation of savings banks under Article 9-B, 
which imposes an income tax on state 
banks, trust companies and financial cor- 
porations, instead of taxing savings banks 
on surplus and provides for a minimum 
tax on such banks of not less than $10 
nor less than 2% of interest credited by 
it to depositors; defines a financial cor- 
poration doing a banking business for 
franchise tax purposes to include industrial 
banks and excepts such banks from the 
provision that they shall be taxed as busi- 
ness corporations. 


Pennsylvania reduces the share tax of 
title insurance and trust companies from 
5 mills to 4 mills on each dollar of the 
actual value thereof. Companies are au- 
thorized at their option to pay the tax 
from their general fund or to collect it 
from their shareholders; authorizes banks 
and savings institutions having capital 
stock at their option to pay the tax on 
their shares from their general fund, or 
to collect it from the shareholders. 


Vermont levies a tax upon state and 
national banks, measured by net income, 
at the rate of 2% per annum. The tax 
and reports are due March 15. State 
chartered banks shall, and national banks 
may, file with the Commissioner of Taxes 
a stipulation binding themselves to pay 
an income tax at the rate of 4% on all 
income accruing to residents of the state 
as interest or depositor’s dividends upon 
a deposit in such bank. Depositors in 
national banks which have not filed such 
stipulation must file proper returns and 
pay the tax. The former tax on banks 
at the rate of 4/10 of 1% on the average 
amount of its deposits is repealed, and the 
tax on depositors in national banks at the 
rate of 4/20 of 1% semiannually is also 
repealed. 





Foreign Commerce and State Taxes 
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By GUSTAVE SIMONS 


R. “A” owns the capital stock of the 
£ corporation “B” which, in 1942, en- 
gaged in business as a dealer in the equipment 
field, purchasing equipment from manufac- 
turers on credit and selling at a profit. The 
business was largely dependent on the abil- 
ity of ‘“’“A” and his experience as a sales 
representative, but was unable to qualify as 
a personal service corporation under Section 
725, I. R. C., because capital played a mate- 
rial part in its earnings. This capital was 
used to finance purchases of equipment beyond 
the credit term extended by the manufac- 
turer and to carry overhead for the dealer 
which had to service its equipment. 


In December, 1942, “A” distributed some 
of his stock to his wife and children by way 
of gift. Gift tax returns were duly filed. 
The corporation was immediately thereafter 
dissolved and a partnership was set up. The 
members of the family were all general 
partners. Control was not centered in “A”. 
Most rendered some service but “A” ren- 
dered most of the service. However, “A” 
drew a salary prior to distribution of part- 
nership profits. Partnership profits were 
distributable and losses were assumed in 
proportion to capital contributions. 


When the corporation was dissolved, its 
assets were assigned to its stockholders in 
dissolution, who thereupon assigned them to 
the partnership as their capital contributions. 
The various partners had unrestricted and 


immediate control over their capital and 
their share of the profits. There were no 
“strings” attached to the gift either before 
or after the formation of the partnership. 


Will the Tax Court sustain an effort of 
the Treasury to tax the entire income of the 
family partners to “A”? 


As of August 31, 1945, the box score of 
recent decisions stood thirty sustaining the 
family partnership and twenty-nine decisions 
not sustaining it. These decisions are 
enumerated and briefed in the material fol- 
lowing. 


DECISIONS SUSTAINING THE 
FAMILY PARTNERSHIP 


F. W. Beazley v. 
Marion H. Allen, Coll. 


D. C., M. D. of Ga., 45-2 uste J 9396. 


Held: A family partnership entered into 
by taxpayer, his wife, and his son for the 
purchase of securities of an ice company for 
$1,000,000 was valid for tax purposes, al- 
though the separate estate of the wife was 
only $30,000 and the estate of the son was 
$6,000, and taxpayer, who was an executive 
in the ice company, purchased the securities 
in his own name and pledged them as col- 
lateral for a $750,000 bank loan which he 
negotiated to finance the purchase. The 





primary reason for the partnership was to 
establish the son in business, but taxpayer 
would have been sustained even if the chief 
reason had been to reduce taxes. Such con- 
trol as taxpayer held over the securities and 
the income therefrom was only in his capacity 
as agent for the partnership. ‘Members of 
a family are as much entitled to be- 
come partners as the result of a joint venture 
as strangers in blood, provided, of course, 
the ownership is in good faith and not mere- 
ly fanciful”. 


George A. Croft v. Com. 


TC Memo. Dkt. 1432, 10/11/44 (CCH 
Dec. 14,177(M)). 


Held: Taxpayer and his wife joined to 
carry on a trade or adventure for their com- 
mon benefit. Each contributed property and 
services. A valid partnership existed. 


The wife worked with her husband from 
the date of their marriage doing the same 
kind of work, including manual labor on a 
farm, and joined in a mortgage note and 
invested money from her share in their 
joint bank account. Each had equal inter- 
ests in their principal business, Croft Trailer 


Family Partnerships 


More than 50 decisions briefed 
for reference with added notes 
and comments by the author. 


Hitch Company, and in their farm. The 
Missouri courts rendered judgment (in a 
friendly action) that taxpayer and his wife 
were partners. There was no formal con- 
tract of partnership and the Commissioner 
contended that they considered themselves 
partners merely because of their marital 
Vows. 


William F. Fischer 


5 TC —, No. 58, 7/28/45 (CCH Dec. 
14,690). 


Held: Petitioner had been in business as 
a sole proprietor for 37 years prior to 1939. 
He had two sons, each of whom when he be- 
came 16 commenced working in the business 
during vacations without compensation. 
Upon graduation from college, each son 
worked full time for a small compensation 
while learning the business. Later, each 
was given a percentage of the profits as fur- 
ther compensation. On January 1,. 1939, 
petitioner and his two sons entered into a 
written partnership agreement, in which 
petitioner contributed as capital the going 
business, of a net value of about $260,000, 
and each son contributed $32,000 in cash, all 
profits and losses to be shared equally. The 
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Tax Court held this to be a valid, bona fide 
partnership which should be recognized for 
income tax purposes. 


The Tax Court found a substantial change 
in the conduct of the business. Prior to the 
partnership, the sons were employees, with no 
investment in the business, who did not 
share in profits or losses and who could 
have been discharged at any time. Peti- 
tioner retained no control over the business 
and he had no control over what his sons did 
with their share of the profits. The un- 
equal contributions of capital were imma- 
terial on the question of the existence of the 
partnership. 


Max German v. Com. 
2 TC 474(A), 7/23/43 (CCH Dec. 13,378). 


Held: The wife contributed to capital of a 
new business to the extent that her separate 
earnings from services rendered by her were 
retained and used in the business, and to the 
extent that profits were attributable to capi- 
tal contributed by her or to services ren- 
dered by her, such profits were not income 
to the taxpayer. 


There was no written partnership agree- 
ment until 1940, but the taxpayer and his 
wife had worked together since 1924. They 
worked, however, as husband and wife or 
as a family rather than as partners. Income 
produced from joint efforts and joint capital 
should not be attributed solely to taxpayer. 


Julius Caesar Haley v. Com. 


TC Memo. Dkt. 5658, 1/23/45 (CCH Dec. 
14,359(M)). 


Held: The taxpayer assigned a one-quar- 
ter interest in his business to his son and a 
similar interest to his daughter. They then 
executed a formal partnership agreement. 
Taxpayer intended to and did give his 
daughter a one-quarter interest, and the 
partnership was recognized. Taxpayer was 
held not taxable on daughter’s share of 
profits. ‘The Commissioner had conceded 
that the son was a partner. 


Est. of J. W. Haltiwanger 


TC Memo. Dkt. 4469, 1/18/45 (CCH Dec. 
14,334(M)). 


Held: Taxpayer made valid gifts of speci- 
fied partnership interests to his wife and two 
sons. The wife and sons worked in tax- 
payer’s store and the wife had helped finan- 
cially and had rendered service prior to 
birth of elder son. Taxpayer reported the 


gifts in his Federal Gift Tax return. 
the Court: 


Said 


“It makes no difference whether the in- 
terest in the partnership was acquired by 
her as a gift from her husband or in con- 
sideration for services previously rendered 
in the business. Neither is it of any im- 
portance whether she thereafter performed 
occasional or regular services in the busi- 
ness, or whether she performed any services 
at all.” 


Taxpayer remained as general manager 
and only he and the two sons had the right 
to sign checks. No partner could hire or 
fire (except for gross misconduct) without 
the consent of the other partners. No one 
could engage in any other business without 
the written consent of all. None could incur 
any liability for the firm without the consent 


of all. The books of account were open to 
all. 


Sidney M. Harvey v. Com. 


TC Memo. Dkt. 1056, 9/27/44 (CCH Dec. 
14,154(M)). 


Held: BTA Memo. Dkt. 109298, 10/14/42, 
1942 CCH { 7863-A, held that taxpayer’s 
transfer of one-third interest to his wife was 
a bona fide gift and constituted a legal part- 
nership. This is res judicata as to that part- 
nership, apart from an enlargement of the 
wife’s interest by a subsequent transfer of 
an additional one-sixth interest. The latter 
transfer was in consideration of the wife’s 
relinquishment of $3,000 salary from the 
partnership—the latter transfer was sus- 
tained. But where a selling contract made 
by taxpayer was personal with him, commis- 
sions collected on it are taxable to taxpayer 


alone, although deposited in partnership 
account. 


The former BTA decision found that the 
contract gave the wife $3,000 salary out of 
profits with remaining profits one-third to 
wife and two-thirds to taxpayer; losses, one- 
third to wife and two-thirds to taxpayer, 
30th devoted entire time to the business. 
The wife’s duties were supervision of office 
and of purchase of materials, interviewing 
and entertaining customers, keeping the books 
and doing other things to promote the busi- 
ness. The wife had previously been a real 
partner because she had made a substantial 
contribution to the success of the business. 
Tax saving was not the only motive for the 
gift of one-third interest. 


Subsequently, the taxpayer and his wife 
revoked the original agreement. He gave 
her an additional one-sixth interest, and by 
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a new agreement she gave up her salary and 
profits and the losses were to be shared 
equally. Taxpayer and his wife have only 
a joint bank account. Taxpayer did not 
consider the transfer of one-sixth to be a 
taxable gift. Taxpayer made a personal 
contract to sell the product of another manu- 
facturer and reduced the time devoted to his 
partnership business. Both taxpayer and his 
wife considered taxpayer’s contract as sales 
agent to belong to their firm. But tax- 
payer’s treating his income from the sales 
contract as partnership income was merely 
an assignment of his earnings. 


William J. Hirsch 


TC Memo. Dkt. 2185, 1/3/45 (CCH Dec. 
14,309(M)). 


Held: Taxpayer and his wife, under an 
oral agreement, conducted a laundry busi- 
ness, each contributing services, and they 
shared profits equally. The Tax Court held 
that equal division was proper. The Com- 
missioner was in error in dividing the profits 
on the basis of capital and separate services. 


Case not squarely in point. The Commis- 
sioner conceded that a partnership existed. 
The Tax Court merely ruled on how profits 
were to be divided. 


Adrian C. Humphreys v. Com. 


88 F. (2d) 430, 3/1/37 (37-1 uste J 9153), 
CCA-2, rev’g 33 BTA 1081. 


Held: In 1920, two attorneys and their 
wives made an oral partnership agreement 
whereby wives contributed the original capi- 
tal and husbands devoted all of their time 
to “the personal service business of income 
tax and public accounting.” Agreement was 
reduced to writing in 1923. Four partners 
shared profits and losses, per agreement, one 
husband and wife 2714% each; other hus- 
band and wife 2214% each. Partnership 
held valid. 


BTA held that all income’ had been earned 
by husbands and could not be assigned so as 
to shift tax burden; if business had been 
trading where income depended on capital, 
the partnership would have been valid. 


CCA pointed out that expenses of Hum- 
phreys, Day & Co. were $11,000 for the first 
year and substantially greater in later years, 
$269,000 in 1925. Wives’ capital started the 
business and their subsequent contributions 
materially assisted in the eonduct of it. 
Work was done by large staff and wives 
helped in employing staff members. Each 
wife, of course, was personally liable for all 
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debts “of the large accounting business”. 
Neither wife was lawyer or accountant, but 
admission to the Bar is not a prerequisite 
for income-tax practice. Gregory case not 
applicable—partnership continued for years. 


J. D. Johnston, Jr. 
3 TC 799(A.), 5/10/44 (CCH Dec. 13,915). 


Held: Wife contributed capital but no 
services to new firm; latter held to be valid 
partnership. Taxpayer transferred to his 
wife an interest in a firm, conducted by him 
and his father, in consideration for demand 
note which she expected would be paid out 
of her share of profits of a new partnership. 
Thereupon, a new partnership was formed 
to continue same kind of business (manu- 
facturing and selling peanut butter) by hus- 
band, wife and others. Wife’s interest in 
old firm was carried forward into the new 
one, to which the old firm’s assets had been 
transferred. Wife had power to sign checks 
on new firm, which she executed. 


Management of partnership was vested in 
husband and another partner. Husband and 
wife each had 25% interest in new firm. 
She rendered no services, had never earned 
any money, and had only about $5,000 when 
she gave her demand note (non-interest 
bearing) for $20,353.25 for one-quarter in- 
terest in former firm. 


The fact that the wife’s interest was 
acquired for inadequate consideration is imma- 
terial. It could just as well have been a gift. 
A new economic unit was formed, to which 
all parties consented. Immaterial that wife 
contributed no services. 


Unlike the Mead, Schroder and Earp cases, 
this was not an arrangement between hus- 
band and wife only to engage in a personal 
service business of which the income was 
due to husband’s personal efforts. Wife’s 
capital contribution was income-producing. 


Dissent by Sternhagan, Hill and Harron. 
In opinion by Harron: “We have recognized 
a wife as a person carrying on a business 
under a partnership with her husband where 
she has contributed capital or property and 
services, or, where she has acquired the 
ownership of property in the business. Al- 
bert G. Dickenson, 23 BTA 1212; Clara B. 
Parker, Executrix, 30 BTA 1231; Walter W. 
Moyer, 35 BTA 1155.” 


Kovalchick, Nick, Fannie, 
and Mike v. Com. 


TC Dkts. 3583, 4746, 4747, 5646, 5647, 
6/19/45 (CCH Dec. 14,639(M)). 
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Held: Taxpayer Nick Kovalchick was a 
sole proprietor in the junk and salvage busi- 
ness until 1937 when he and his wife ex- 
ecuted a partnership agreement but it was 
understood that his brother, Mike Koval- 
chick, also was to be a partner although not 
a party to the written contract. The wife 
and brother were made partners in com- 
pliance with promises previously made to 
them. The work of the business was divided 
so that taxpayer Nick was to handle the 
finances, the brother to take charge of salvage 
and junk jobs, and the wife to have charge 
of the office and of the books of account. 
In all dealings, the business was treated as 
a partnership. All partners devoted their 
entire time. TC held that valid partnership 
existed. 


William Levine et al. v. 
W. A. Thomas, Coll. 
D. C., N. D. of Texas, 45-2 ustc J 9370. 


Held: Although the purpose of the part- 
nership among two brothers, their wives, 
and four minor children was to reduce in- 
come taxes, there was a bona fide, valid 
transfer to each of taxpayers’ four children 
of an undivided fractional interest in the 
partnership and its assets, and the parents 
were not taxable on the children’s dis- 
tributive shares of income. The court held 
that one may make his children his partners 
and that he may continue to do all of the 
work, leaving the children free to pursue 
their schooling or other activities. “If he 
pursues a legal course in doing that and pre- 
serves for his children the fruits of their 
interests in the business, then in that event 
his actions must be considered legal.” Two 
of the children were 15, one was 9, and one 
was 6; all were at school and none rendered 
any service to the business. 


Irene McCullough v. Com. 


TC Memo. Dkts. 1710, 1711, 7/19/44 (CCH 
Dec. 14,048(M)). 


Held: Husband, wife, and husband’s father 
formed a partnership to which the father 
made no contribution but the father received 
10% of profits and assumed 10% of losses. 
Father held a bona fide partner. A parent 
owning a business involving a substantial 
capital investment may constitute his minor 
children partners with himself by making 
them bona fide gifts of an interest therein 
and the children then contributing their 
interests. 


Businesses here involved depended pri- 
marily upon invested capital and not on per- 
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sonal service. Case held to be similar to 
Justin Potter. Actual withdrawals by partners 
are not required—sufficient to credit the 
partner’s account. 


Case distinguishable from Tower, Lowry 
and Lorenz where the Tax Court found that 
no completed gifts had been made by hus- 
bands of capital contributions which wives 
purported to contribute. 


P. O'B. Montgomery et al. v. 
W. A. Thomas, Coll. 
CCA-5, 45-1 ustc J 9116. 


Held: The income from a partnership 
formed by a father and his two sons, where 
the contribution of capital thereto by the 
sons was derived from their share of divi- 
dends on stock held in trust for them by 
the father and their mother, was properly 
allocated to the sons in proportion to the 
capital contributed by each, and the part- 
nership was not a device to evade taxes. At 
the time the partnership was formed, the 
sons were of age and their disability of 
minority had been removed by decree of a 
Texas court. The father contributed $50,000 
cash and each of the two sons contributed 
$25,000, a small portion of the sons’ con- 
tribution being paid by the father. Profits 
were to be divided in proportion to capital 
contributions. All three partners performed 
services and the sons became liable as part- 
ners. The court held that the facts that the 
father exercised a large measure of control 
over the business and that profits were 
divided in proportion to capital rather than 
services did not invalidate the partnership. 


Walter W. Moyer v. Com. 
35 BTA 1155, 5/28/37. 


Held: Partnership existed where husband 
and wife executed partnership agreement to 
carry on husband’s business, husband trans- 
ferring on books a portion of his capital 
account. Wife asserted ownership by plac- 
ing her partnership interest in trust and later 
assigning part of it to her daughters. She 
received her share of profits. 


Sidney Nathan v. Com. 


TC Memo. Dkt. 102726 et al., 5/14/43 
(CCH Dec. 13,192(M)). 


Held: Taxpayers’ wives and children (for 
whom trusts were created) acquired bona 
fide interests as limited partners in a limited 
partnership of which taxpayers were mem- 
bers and which succeeded a former general 
partnership consisting only of taxpayers. 
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The fact that one of the purposes of the 
admission of limited partners was to reduce 
taxpayers’ income taxes does not prevent 
validity of partnership. Said the Court: 


“We have frequently held that there is 
nothing in the revenue acts to prevent the 
members of a partnership from taking in 
their wives, or other members of their families, 
as partners. (Cases cited). Nor is the source 
of the contributions which new members 
make to the capital of the firm of conse- 
quence, if in fact they acquire actual part- 
nership interests. (Cases cited).” 


The opinion then digests: Albert G. Dick- 
inson, 23 BTA 1212; Clara B. Parker, Exrx., 
30 BTA 1231; Glenn M. Harrington, 21 BTA 
260; B. M. Phelps, 13 BTA 1248; and N. H. 
Hazlewood, 29 BTA 595. 


In a general partnership, control may be 
lodged in one or more partners to the ex- 
clusion of the others; in a limited partner- 
ship, the limited partner’s immunity depends 
upon his taking no part in management. 


Richard H. Oakley v. Com. 
24 BTA 1082, 12/7/31. 


Held: Bona fide partnership was created 
by husband who gave his wife an interest 
in his business. Millard D. Olds decision 
followed. 


Millard D. Olds v. Com. 
15 BTA 560, 2/21/29, aff’d—see below. 


Held: Valid partnership existed between 
the taxpayer and his three daughters. 


The taxpayer conducted sole proprietor- 
ship but desired to train his daughters in the 
handling of large sums of money and also 
to divide his property to avoid family dis- 
putes after his death. About December 31, 
1918, taxpayer gave each a one-quarter in- 
terest in consideration of noninterest-bearing 
demand note for $400,000, and they signed 
an agreement that business was to be con- 
ducted by taxpayer and daughters were to 
be paid such share of the profits as taxpayer 
decided. After notice that Commissioner of 
Internal Revenue did not recognize a part- 
nership, a Michigan court construed the 
agreement and held that a partnership did 
exist. The Board of Tax Appeals held that 
cardinal tests of partnership had been met— 
intention and agreement to form one, con- 
tribution by each of capital or services, 
agreement to share profits or losses. 


Affirmed by the Circuit Court of Appeals 
(6), 6/29/32, 60 F. (2d) 252 (3 ustc J 973). 
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Contract was executory but was executed 
when the daughters gave the notes and the 
taxpayer made entries upon his books. Parol 
evidence was admissible in Michigan and 
the Board of Tax Appeals properly received 
it. The partners may agree not to draw 
profits or to leave the amount to be with- 
drawn to the discretion of another partner. 
The taxpayer’s right to cancel was proper 
because partnerships can continue only so 
long as partners desire. Intention not to 
collect notes is immaterial because the tax- 
payer could have made gifts to his daughters. 


Dissent by Hicks, C. J., on the ground 
that contract was invalid from its inception. 
No daughter contributed either assets or 
services. 


James O. Peterson v. Com. 


TC Memo. Dkt. 251, 11/30/43 (CCH Dec. 
13,606(M)). 


Held: Although the State of Michigan 
did not recognize husband-wife partnerships, 
and wife’s interest had not been made 
known publicly, the partnership is sustained. 


Peterson, in 1934, gave his wife 49 shares 
(of the total outstanding of 100) of stock 


_in corporation conducting a glass business 


3 


of which he was half owner. The corpora- 
tion was dissolved on December 29, 1936. 
On December 30, 1936, Peterson and his 
wife agreed that he was to carry on the busi- 
ness but the wife was to receive 3834% of 
the net profits, proportionate to her owner- 
ship of stock. Peterson filed a certificate 
with the state to the effect that he owned 
the business, but his customers were not 
told that his wife was a partner. Partner- 
ship returns were filed. 


This was held not to be an assignment of 
income. The wife owned a share in the 
assets and a distributive share of net income. 


B. M. Phelps, et al. v. Com. 
13 BTA 1248, 10/26/28, CCH Dec. 4509. 


Held: Taxpayer and his partner, carrying 
on a partnership business, entered into an 
oral agreement with their wives making the 
latter equal partners, each of the four to 
receive one quarter of the profits. Commis- 
sioner denied the existence of a partnership 
because there was no written contract of 
partnership, the wives contributed no capital 
or services, and the scheme was only for 
the purpose of reducing taxes. BTA held 
that partnership existed. “The members of 


a partnership may set over to a person to 
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be taken in as a partner a percentage of 
their own interests in the partnership.” It 
was not necessary that the wives contribute 
capital or render services. They received 
their capital interests by transfer from the 
former partners. 


Justin Potter v. Com. 
47 BTA 607 (A.), 8/21/42. 


Held: Taxpayers made bona fide gifts to 
their minor children of interests in a part- 
nership. Control over property by one 
donor, a parent, was exercised in his ca- 
pacity as natural guardian. Clifford rule 
(309 U. S. 331) is not applicable. 


Robert P. Scherer v. Com. 


3 TC 776 (A.), 5/10/44 (CCH Dec. 
13,914). 


Held: Where husband makes irrevocable 
gifts of interest in his business to his wife 
individually and to her as trustee for their 
three minor children, and thereafter hus- 
band and wife (individually and as trustee) 
agree to conduct business as a partnership, 
held that a legal, valid partnership was cre- 
ated and partnership income was not charge- 
able to husband under Clifford doctrine (309 
os aoe). 


Husband engaged in mercantile or manu- 
facturing business can make his wife and 
minor children partners in the business by 
making bona fide gifts to them of interests 
in the business assets and then entering into 
partnership agreement, they contributing as 
their capital the interests which were given 
to them. The instant case is analogous to 


Richard H. Oakley, 24 BTA 1082, but re- - 


spondent contends that Clifford rule governs. 
The Tax Court held Clifford did not apply 
because there was a partnership. The Tax 
Court holds instant case to be analogous to 
Justin Potter, 47 BTA 607. The Tax Court 
holds that the Stwart case, 317 U. S. 154, 
does not apply. 


Dissent by Sternhagen, Turner, Harron 
and Opper. 


M. W. Smith, Jr. v. Com. 
3 TC 894, 5/18/44 (CCH Dec. 13,930). 


Held: Taxpayer, as sole proprietor, owned 
a lumber manufacturing business. He gave 
his wife a one-half interest in the business, 
whereupon they formed a partnership, each 
contributing his one-half interest. Gift was 
complete, irrevocable, and bona fide, and 
valid partnership was created. 
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The fact that the gift was not recorded is 
of no importance under Alabama law. The 
Tax Court discusses numerous decisions. 


Dissent by Harron, Smith and Opper. 
There was no bona fide gift. The family in- 
come was used same as before but was re- 
allocated to fit the pattern of the partnership 
arrangement. Wife never had complete 
dominion and control over one-half of the 
business assets. 


Davis B. Thornton 


5 TC —, No. 13, 5/22/45 (CCH Dec. 
14,565). 


Held: The taxpayer owned half of a cor- 
poration’s stock—one other individual owned 
the other half. The latter sold his stock to the 
corporation. The corporation borrowed 
$30,000 from the bank to finance the purchase; 
giving two notes of $15,000 each. One note 
was secured by insurance on taxpayer’s life, 
of which the corporation was beneficiary of 
$43,500 and taxpayer’s wife was beneficiary 
of $51,000. She joined her husband in the 
assignments as collateral. 


In 1940, the taxpayer gave his wife 10 
shares. The wife then was secretary of the 
corporation and was elected director. Tax- 
payer, as president, had the active manage- 
ment. 


In 1941, taxpayer and his wife decided to 
form a partnership and taxpayer gave her 
115 more shares, to equalize their holdings. 
Gift was unconditional and irrevocable and 
was covered in gift tax return. Within a 
month after the gift, corporation was dis- 
solved, partnership agreement was made 
and bills of sale executed. Each partner had 
equal rights, each could sign checks—neither 
alone could borrow, and firm could be dis- 
solved only by mutual consent. The wife 
did no work. 


The Tax Court held that gift of stock 
was complete and absolute although made 
after decision to form firm. The taxpayer 
imposed no condition that wife invest her 
share of corporate assets in firm. Wife’s 
failure to work is not important because 
she had one-half control of the firm. 


Dissent by Sternhagen, Harron and Opper, 
on ground that Gregory, 293 U. S. 465, and 
Court Holding Co., 45-1 ustc { 9215, apply and 
firm was unreal and a sham. Conduct of 
the business was unchanged. 


Francis E. Tower 
3 TC 396, 3/3/44 (CCH Dec. 13,792), 


rev’ d—see below. 
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Held: Taxpayer owned all but a few 
shares of stock of corporation carrying on 
his business. He transferred some of his 
stock to his wife and three days later he 
formed a partnership in which the wife was 
to be a limited partner. The corporation 
was dissolved and the assets transferred to 
the partnership. Wife contributed no serv- 
ices. There was no change in the conduct 
of the business except that the taxpayer 
ceased to draw a salary, and part of his earn- 
ings were credited to wife’s capital account. 
Held, no bona fide gift; the wife did not 
contribute capital and there was no partner- 
ship (except for tax evasion). 


Opinion by Harron (similar to her various 
dissenting opinions in cases sustaining hus- 
band-wife partnership). The wife knew 
nothing of the business. The transaction 
was merely to escape higher surtax brackets. 
Many Board of Tax Appeals decisions cited 
disallowing husband-wife partnerships. Seems 
to rely at last upon Earp, Mead, Schroder and 
Doll decisions. 


Rev'd by CCA+6, 4/2/45 (45-1 ustc J 9246). 


Held: Wife was bona fide partner. Con- 
dition of gift was that she contribute corpo- 
rate assets (represented by stock given to 
her) to partnership, which she did. Gift 
was complete as soon as wife fulfilled the 
condition. There is no unlawful purpose in 
taxpayer’s election of that form for doing 
business which is most advantageous to him 
and there was no evidence that organization 
of partnership was a mere artifice. 


Case is close, falling in between Hum- 
phreys and Mead and Earp. There are busi- 
ness advantages, aside from tax savings, in 
some circumstances, in partnership rather 
than corporation. Anyhow, saving in taxes 
may be a legitimate business purpose. If 
“once a corporation, always a corporation” 
for tax purposes be adopted, no change can 
ever be effected. Taxpayer may elect the 
form of organization most advantageous to 
him. Taxpayer exercised no control over 
money drawn by wife from partnership. 


Dissent by Martin, J., on grounds stated by 
Tax Court. 


M. W. Turner, Jr. v. Com. 


TC Memo. Dkts. 2460, 2461, 11/30/44 (CCH 
Dec. 14,269). 


Held: Wives of two taxpayers held to be 
valid partners where one contributed capital 
and the other contributed services. 


Partnership was formed to replace a cor- 
poration because of burdensome corporate 
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reports and restrictions. One wife con- 
tributed capital and the other contributed 
service in consideration for stock of former 
corporation issued to them. Another busi- 
ness owned by taxpayers was left in corpo- 
rate form without stock issues to wives, and 
this supports the bona fides of the partner- 
ship and shows partnership was not merely 
an attempt to assign income for tax reduc- 
tion purposes. Profits resulted previously 
from invested capital. 


Chester Van Tongeren v. Com. 


TC Memo. Dkt. 2699, 3/31/45 (CCH Dec. 
14,480(M)). 


Held: Wife contributed capital from her 
premarital earnings and performed practi- 


cally indispensable services—partnership was 
held valid. 


John Wachtel Corporation 


TC Memo Dkt. 4764, 6/29/45 (CCH Dec. 
14,683(M)). 


Held: A partnership formed by three 
members of a family corporation by the 
transfer of the business of the corporation 
was valid. Commissioner had asserted that 


- the partnership form adopted was a sham 


and unreal, ‘a bald and mischievous fiction”, 
relying upon Gregory v. Helvering, 293 U. S. 
465, Higgins v. Smith, 308 U. S. 473, and other 
similar cases. The Tax Court pointed out 
that cases involving gifts by a husband and 
father to his wife and children of property 
used in the partnership business furnished 
but slight aid in settling the question in the 
instant case, which involved a partnership 
formed by three brothers. These brothers 
and their two sisters had owned all of the 
stock of a corporation. The current assets 
and the business of the corporation were 
transferred to the partnership, the corpora- 
tion being continued under a changed name 
and retaining its real estate and other fixed 
assets which were to be leased to the part- 
nership. 


H. D. Webster v. Com. 


4 TC —, No. 138, 4/23/45 (CCH Dec. 
14,501). 


Held: Husband and wife were actually, 
but not legally, equal owners in business. 
Certain property was held in their joint 
names. Both were liable on certain notes. 
Husband had described his wife as his part- 
ner in a gift tax return. The Tax Court 
held income taxable equally to each. 
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Felix Zukaitis v. Com. 


3 TC 814(A.), 5/10/44 (CCH Dec. 13,916). 


Held: Husband and wife operated busi- 
ness as equal partners and both contributed 
capital and performed services. It was a 
valid partnership. 


Wife, before marriage, contributed capital 
to taxpayer’s business in 1933 which re- 
mained in the business. Some three years 
later she married taxpayer. She always 
worked long hours for taxpayer, performing 
essential duties. Marriage did not change 
conduct of business. Taxpayer was outside 
man and wife was manager, the business 
being wholesale selling of beer after repeal 
of prohibition. They executed a partnership 
contract on February 14, 1939, although 
under Michigan (their state) law, husband 
and wife partnerships were not valid. Con- 
tract recited that they were to be equal 
partners; taxpayer gives wife one-half of 
the business assets, taxpayer to be general 
manager. The partnership was effective as 
of January 1, 1939, because inventory could 
not be certified prior to February 14, 1939. 
County clerk refused to record the partner- 
ship contract. Taxpayer paid gift tax on 
gift to his wife. 


The Tax Court held the partnership valid 
from February 14, 1939. Wife had been 
active in the business since it began in 1931. 
Success had been due as much to her efforts 
as to those of taxpayer. Her capital had 
started the business. 


The following is quoted from Meehan v. 
Valentine, 145 U. S. 611, 618: 


“The requisites of a partnership are that 
the parties must have jointed together to 
carry on a trade or adventure for their 
common benefit, each contributing property 
or services, and having a community of in- 
terest in the profits (Ward v. Thompson, 22 
How. 330, 334).” 


Although, under Michigan law, a wife can- 
not be held liable on contracts of a husband- 
wife firm, she is entitled to her share of 
profits of the partnership and must include 
them in her income-tax return. 


Dissent by Harron and Opper—chiefly on 
effect of testimony. Gift by husband was of 
assets which were not income-producing. 
Taxpayer earned the income by making the 
sales and thus business was of the type 
found in Earp v. Jones and other cases cited. 
Partnership did not change conduct of busi- 
ness. Wife was given no voice in manage- 
ment. No new capital was brought in. 
Merely an attempt to transfer one-half of 
future earnings to wife. 


DECISIONS DISALLOWING 
FAMILY PARTNERSHIPS 


M. M. Argo v. Com. 
3 TC 1120, 7/20/44 (CCH Dec. 14,035). 


Held: Where evidence points strongly to 
a finding that the activities and services of 
the taxpayer were the main factors in the 
production of income, but was not strong 
enough to support such a finding, taxpayer 
must prove that his activities and services 
were not the main factors, in order to sustain 
a partnership composed of himself, his wife, 
and three minor children. 


Business was repairing and rebuilding elec- 
trical machinery and equipment. Services 
by wife, his daughter Ann and his son Mal- 
colm were of negligible importance in pro- 
ducing income. Business required technical 
knowledge, which taxpayer supplied. He 
was a graduate electrical engineer. Physical 
assets were incapable of producing the in- 
come, and Earp, Mead, and Schroder cases 
apply. Entire income should be taxed to 
taxpayer. Reviewed by Tax Court. 


Murdock, Sternhagen, Van Fossan, Leech, 
Mellott and Disney concur in result. 


Aff'd by CCA-5, 6/20/45 (45-2 ustc 
{| 9342). 


There was substantial evidence to warrant 
the findings and judgment of the Tax Curt. 


Stanley Bradshaw v. Com. 
CCA-10, 45-2 ustc ¥ 9376. 


Held: Partnership was ineffective because 
it served no business purpose and was formed 
solely for avoidance of taxes. Taxpayer, a 
sole proprietor, entered into a partnership 
agreement with his wife and he deeded to 
her a one-half interest in the real estate used 
in the business. Subsequently, they botli 
conveyed, by written assignments, 2 one- 
sixth interest to each of their four minor 
children, and the six of them entered into 
a new partnership agreement. Taxpayer had 
the exclusive control and management of 
the business, he received the only salary, 
and he alone withdrew the profits, except 
amounts necessary to pay the income taxes 
shown by the returns of the other partners. 
“He continued . to enjoy the economic 
advantages and the profits flowing there- 
from and the wife and the children received 
only credits evidenced by formal bookkeep- 
ing entries It is not a question of 
whether he could regain the legal title to 
the interests transferred to his wife and 
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children, or whether, on dissolution of the 
partnership, the wife and children could 
compel distribution to them of their shares 
of the partnership property, but rather it is 
a question of who received the income.” 


David Burnet, Com. v. 
Charles P. Leininger 


285 U. S. 136. 


Held: Partnership agreement between 
husband and wife whereby he purported to 
transfer to her one-half of his interest in an 
existing partnership was ineffective in the 
absence of consent by the other partner or 
partners. “It does not appear that there 
Was any attempt to change the ownership 
of the partnership assets or the control of 
the partnership enterprise. It was the hus- 
band’s interest that was the subject of the 
agreement His wife took no part in 
the management of the business and made 
no contribution to its capital.” Checks for 
distribution of profits were made to the 
husband alone. “That which produced the 
income was not Mr. Leininger’s individual 
interest in the firm, but the firm enterprise 
itself, that is, the capital of the firm and the 
labor and skill of its members employed in 
combination through the partnership rela- 
tion in the conduct of the partnership busi- 
ness.” The court cites and relies upon Lucas 
v. Earl, 281 U.S. 111. 


R. W. Camfield v. Com. 


TC Memo. Dkt. 112451, 2/9/44 (CCH 
Dec. 13,735(M)). 


Held: Taxpayer’s contention that there 
was a limited partnership in which he had 
51% interest and his wife 49% interest 
(which was a gift from taxpayer) was re- 
jected; a bona fide partnership did not exist; 
entire net income was taxable to taxpayer. 


Taxpayer gave his wife 49% of the stock 
of a corporation which he controlled, and 
paid a gift tax. Corporation was dissolved 
and limited partnership formed. Taxpayer 
claimed his wife contributed some services, 
but his main contention was that capital was 
an important income-producing factor, that 
his wife contributed 49% of it and that it 
made no difference how she acquired her 
49%. The Tax Court (Harron, J.) held that 
wife’s contribution did not make her a 
partner. No new capital was added to the 
business by the gift. Increase in capital was 
not needed. Income was produced by tax- 
payer’s efforts and experience and by busi- 
ness good will. There was no change in 
operation or management; wife had no voice 
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in the management. Mead, Eaton, McIntyre, 
Doll, Schroder, Earp, Tinkoff cases followed. 
Also, Gregory rule was applicable—no busi- 
ness purpose but merely a device “to exalt 
artifice above reality”. 


Jacob De Korse 
Louis Kappy 


5 TC —, No. 11, 5/22/45 (CCH Dec. 
14,563). 

Held: Two taxpayers owned 40% and 60% 
respectively of a manufacturing corporation 
for which they had paid cash. They decided 
to form a partnership with two taxpayers, 
their wives and the 15 year old son of one 
of them. 


The corporation was dissolved and the 
assets were distributed to the persons who 
were to be the partners, taxpayers having 
made gifts of interests in corporation assets. 


Partnership agreement gave each partner 
one-fifth interest in assets and in profits and 
losses. The husbands were to devote their 
entire time and receive compensation. The 
husbands alone could sign checks. The 
wives and son were to be paid for any serv- 
ices rendered by them. All partners except 
one of the wives rendered services. 


The Tax Court held partnership non- 
existent and taxed all income to husbands. 
Purpose was merely to reduce taxes. No 
new capital was brought in and no change 
was made in the way business was con- 
ducted. There was merely an assignment of 
income. 


Dissent by Arundell, Van Fossan, Black, 
Leech, Tyson and Disney on ground deci- 
sions relied on by the Tax Court were in- 
applicable. In instant case, wives and son 
actually owned assets and were partners. 
There was not merely an assignment of in- 
come. The fact that gift of property was 
made when corporation was liquidated makes 
no difference. 


[Author’s Comment: If partner contrib- 
utes capital (however acquired) or services, 
a partnership exists. Otherwise we shall 
have taxation of family, as a unit, for which 
there is no statutory authority.] 


Francis Doll v. Com. 
CCA-8, 45-1 ustc § 9275. 


Held: Where only husband and wife are 
parties to a partnership contract, the deter- 
mination of a state court that a partnership 
existed does not control for Federal income 
tax purposes. The test is whether the con- 
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tract caused a substantial change in the hus- 
band’s economic position. The Tax Court 
was sustained in holding no partnership ex- 
isted because of absence of change in economic 
position due to the fact that wife had con- 
tributed no capital and had rendered only 
slight services. If there is “a rational basis” 
for the conclusion of the Tax Court, that 
conclusion, under Dobson v. Com., 320 U. S. 
489, is binding on the Circuit Court of Ap- 
peals. “When the evidence is conflicting or 
where the facts are undisputed and fair 
‘minded men may honestly draw different 
conclusions therefrom, the conclusion reached 
by the Tax Court is binding (Tyson v. Com., 
146 F. (2d) 50, 54).” 


Robert S. Eaton v. Com. 


37 BTA 283, 2/4/38, aff’d 100 F. (2d) 
1013, cert. den. 307 U. S. 636. 


Held: Taxpayer and his wife executed a 
partnership agreement to engage in business 
of trading in securities. Contract provided 
that taxpayer was to contribute the capital 
which consisted of 5,000 shares of stock of a 
corporation, of which taxpayer was presi- 
dent, but these shares were never trans- 
ferred from taxpayer’s name. Partnership 
transacted no business. The wife contributed 
no capital or services, and only income re- 
ceived was dividends on taxpayer’s stock. 
This income was turned over to wife be- 
cause it was far less than income of $25,000 
which the contract provided she was to re- 
ceive. Partnership held not effective and 
dividends were taxed to taxpayer. 


In any case where a partnership exists 
within the contemplation of the taxing stat- 
ute, the partner must contribute either capi- 
tal or services and must have a community 
of interest in the profits. 


Earl, Lucas v. Com. 


281 U. S. 111, 3/17/30 (2 ustc J 4961), 
revg CCA, 30 F. (2d) 898, which rev'd 
BIA, 10 BTA 723. 


Held: Taxpayer’s earnings were taxable 
to him even though he and his wife, resi- 
dents of California, had entered into a valid 
contract that the earnings of either spouse 
should be received, held, taken, and owned 
by them as joint tenants. 


Income was from salaries and attorney’s 
fees. Contract was valid in California but 
ineffective for Federal tax purposes. ‘This 
case is not to be decided by attenuated 


subtleties.” The person who earns the salary 
is taxed on it. 
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Ancel Earp v. Jones 


CCA-10, 10/30/42, 131 F. (2d) 292 (42-2 
ustc J 9765), cert. den. 318 U. S. 764. 


Held: Taxpayer gave his wife a one-half 
interest in his insurance business in con- 
sideration of her release of all claims to his 
estate when he died. They then made a 
written partnership agreement to carry on 
the insurance business. There was no real 
or substantial change in the conduct of the 
business. The wife contributed nothing of 
her own to the partnership, and she had no 
voice in the management or control of the 
business. Partnership was not recognized 
for Federal income tax purposes. Partner- 
ship was valid under Oklahoma law, but it 
effected no change in taxpayer’s economic 
status for income tax purposes. Wife had 
no license to sell insurance. Change to 
avoid taxes must be real and substantial. 
“An essentially new and different economic 
unit must be formed.” 


Leo J. Feistel v. Com. 


TC Memo. Dkt. 1511, 1/27/45 (CCH Dec. 
14,369(M)). 


Held: Taxpayer was in partnership with 
his wife in insurance brokerage business. 
Wife was inactive; use of capital was not 
material income-producing factor, and earn- 
ings were due primarily to taxpayer’s per- 
sonal services. Income was held taxable to 
husband. 


Earp v. Jones, Mead v. Com. and Schroder 
v. Com. followed; Humphreys v. Com. dis- 
tinguished. 


Harry C. Fisher v. Com. 


29 BTA 1041, 2/7/34, aff'd 74 F. (2d) 
1014. 


Held: Income from sale of cartoons cre- 
ated by taxpayer and from licenses granted 
to use the characters portrayed in the car- 
toons is taxable to taxpayer and may not 
be divided with his father and mother, who 
contributed nothing to the partnership through 
the books of which the income was passed. 


Clarence L. Fox v. Com. 
R. C. Getsinger v. Com. 


5 TC —, No. 26, 6/11/45 (CCH Dec. 
14,596). 


Held: Taxpayers were equal partners, but 
in 1941 their wives were made equal partners 
with them by purported gifts. Evidence 
failed to prove that wives acquired proprietary 
interests of value. Wives brought in no new 
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capital and contributed no services. Entire 
income was from commissions on sales made 
by taxpayers. Entire income is taxable to 
the two taxpayers equally—none to the 
wives. 


The manifest purpose in bringing wives 
into the partnership was to reduce income 
taxes. No essentially new and different eco- 
nomic unit was formed. Earp v. Jones fol- 
lowed—earnings were attributable to tax- 
payers. 


Joseph W. Grant v. Com. 
CCA-10, 45-2 ustc J 9375. 


Held: A partnership is ineffective for tax 
purposes, even though legal formalities suf- 
ficient under state law to effectuate a part- 
nership are observed, where husband transfers 
a partnership interest to his wife and he and 
she execute a partnership contract providing 
that her capital contribution is to be the 
property he transferred to her, but husband, 
in keeping with their mutual intention, con- 
tinues to manage and control the partnership 
property, and to use, enjoy, and dispose of 
the economic benefits derived therefrom the 
same as he did before the gift and the forma- 
tion of the partnership. Family partnerships 
are subject to special scrutiny “lest what is 
in reality but one economic unit be multi- 
plied into two or more by devices which, 
though valid under the state law, are not 
conclusive so far as section 22 (a) is con- 
cerned.” 


John S. Hodgson v. 
Henry J. Willingham, Coll. 
D. C., M. D. of Ala., 45-2 ustc J 9322. 


Held: An oral agreement to form a part- 
nership, reduced to a writing in which tax- 
payer made a gift to his wife of an undivided 
one-half interest in the assets and liabilities 
of a contracting business, was not effective 
for income tax purposes where, despite both 
agreements, taxpayer remained in full con- 
trol of the business, the wife performed no 
services and made no contributions to capital 
aside from the gift, nothing was paid or 
credited to the wife who had no authority 
to sign checks for the alleged partnership, 
and the income from the business was per- 
sonally earned by taxpayer and operations 
ceased when he entered the army. 


Frank J. Larkins v. Com. 


TC Memo. Dkt. 3542-3, 1/24/45 (CCH 
Dec. 14,358(M)). 
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Held: Two taxpayers had operated a 
manufacturing business as a partnership since 
1932. In 1936 they executed written agree- 
ments with their wives declaring that oral 
gifts of a one-half interest had previously 
been made by the taxpayers to their wives, 
whereby each wife became an equal partner. 
Neither wife contributed capital nor ren- 
dered service. Taxpayers exercised full con- 
trol. All income was held taxable to 
husbands. 


Taxpayers do not contend that wives 
were partners. Under Michigan law, hus- 
band-wife partnership was not fully recog- 
nized prior to 1942. In effect, the agreement 
made equitable assignments of the earnings, 
and such assignments are not effective to 
shift income tax burden. After quoting from 
Clifford case (309 U. S. 331), the Tax Court 
stated: “We know of no reason why the 
device of a family partnership for the pur- 
pose of reallocating income within a family 
group should be any more entitled to recog- 
nition for the purpose of Section 22(a) than 
the device of a family trust.” 


Frank J. Lorenz v. Com. 
3 TC 746, 5/8/44 (CCH Dec. 13,906). 
Held: Partnership between husband and 


‘wife, wife’s share having been created by 


gift by husband, held not recognized for in- 
come tax purposes. 


Opinion Harron: One of the essential 
elements of a partnership is the contribution 
by each partner of either property or serv- 
ices (McIntyre case). Held that wife con- 
tributed neither. 


Dissent by Black, Arundell, Leech, and 
Disney. Taxpayer made a gift to wife and 
wife contributed it to the business. 


O. William Lowry v. Com. 
3 TC 730, 5/8/44 (CCH Dec. 13,905). 


Held: Two taxpayers conducted a manu- 
facturing business as a corporation, of which 
they owned all the stock. They dissolved 
the corporation and transferred the business 
to a partnership consisting of themselves 
and their wives by making gifts of stock 
to their wives. Wives did not participate in 
the business. Taxpayers had complete con- 
trol over business, assets, and income. Tax- 
payers did not relinquish control over what 
they purported to give to their wives. Held, 
all income taxable to two husbands. 


Opinion by Harroh: Husbands, as general 
partners, retained complete control and 
wives, as limited partners, contributed noth- 
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ing of ascertainable value. Taxpayers did 
not divest themselves of ownership (of one- 
quarter each) of the business assets and 
wives made no real contributions. 


Dissent by Black, Arundell, Leech, Mellott 
and Disney: These judges held that bona 
fide gifts were made and a valid partnership 
was created. 


Additional dissenting opinion by Disney, 
with which Arundell, Van Fossan, Black 
and Leech agree. Gifts were subject to con- 
dition that wives contribute them to partner- 
ship—gifts were complete when contributions 
were made. 


A. L. Lusthaus v. Com. 
3 TC 540, 3/29/44 (CCH Dec. 13,823). 


Held: Taxpayer, as sole proprietor, had 
operated a furniture business for several 
years prior to 1940. In 1940, he gave his 
wife $50,000 which she immediately returned 
to him with $253.81 of her own money and 
11 promissory notes for $5,000 each, each 
payable annually, in payment of a one-half 
interest in the business. She contributed no 
additional capital and rendered only casual 
service to the business, as she had always 
done. Held, all profits taxable to taxpayer. 


Opinion by Smith, J.: This is “another 
of those superficial arrangements whereby 
a husband undertakes to make his wife a 
partner in his business for the obvious, if 
not the sole, purpose of reducing his income 
taxes.” There was no change in taxpayer’s 
economic interest in the business. Schroder 
and similar cases followed. 


Aff’'d by Circuit Court of Appeals (3), 
4/11/45 (45-1 ustc § 9261). 


The fact that state law recognized the 
partnership is not controlling. For tax pur- 
poses, the status must be genuine with a 
change in economic interest. Substance con- 
trols form, quoting from Earp v. Jones. The 
evidence sufficiently supports the Tax Court. 


Long dissent by Fake, J. No case on all 
fours with this one has been found. Lists 
15 steps which were taken to form the 
partnership. The Tax Court should not 
have characterized this as superficial. There 
is no evidence to support the Tax Court’s 
conclusion. 


Thomas F. McIntyre v. Com. 
37 BTA 812, 5/10/38. 


Held: Taxpayer and his wife executed 
a partnership agreement for the conduct of 
an accounting business theretofore operated 
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by taxpayer. The wife contributed neither 
capital nor services. No accounting of profits 
was made to wife. No change in business 
name or method of conducting business. 
Bona fide partnership not created. 


Humphreys decision, relied on by tax- 
payer, is not in point because in that case 
the wives contributed all the capital at the 
outset and withdrew their share of profits. 


A. M. Mead v. Com. 


CCA-5, 11/7/42, 131 F. (2d) 323 (42-2 
ustc J 9727), cert. den. 318 U. S. 777, aff’g 
BTA Memo. (CCH Dec. 12,492-D). 


Held: In a partnership between taxpayer 
and his wife to conduct general insurance 
and real estate business, wife contributed 
neither capital nor services, had no voice in 
the conduct of the business, and received 
portion of profits as wife and not as part- 
ner. Income taxable to taxpayer. 


Substance controls over form. Board of | 
Tax Appeal’s finding that no genuine part- 
nership existed was affirmed because sup- 
ported by evidence. 


Irvin J. Miller v. Com. 
CCA-2, 45-2 ustc { 9365. 


Held: No partnership existed between 
taxpayer and his wife for Federal income 
tax purposes, although legal documents evi- 
dencing a partnership were complete, when 
the agreement between them was executed 
when his father was a member of the firm 
although the father, one year later, assigned 
his interest to taxpayer’s wife upon his re- 
tirement, when the wife contributed no capital 
except through her father-in-law’s assign- 
ment, no capital was credited to her account, 
and she rendered no service except to give 
advice. The wife was not in good health 
and came to business only about once a 
month. She rendered no services except, as 
taxpayer nebulously testified, “her advice 
was very good.” 


Carl P. Munter v. Com. 


‘ 4 TC —, No. 143, 4/30/45 (CCH Dec. 
14,510). 


Held: When there was in fact no contri- 
bution of capital or services to a partnership 
by the wives of two partners, partnership 
will not be recognized for income tax pur- 
poses as including the wives. 


The Tax Court (Leech, J.) found that no 
absolute gifts to the wives had been made 
by the two husbands who were partners. 
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Husbands alone could fix their own com- 
pensations, no evidence that any income was 
ever distributed to the wives, no evidence 
that proper books of account had been kept, 
either husband could prevent his wife from 
disposing of her interest. At wife’s death, 
husband succeeded to her interest, but neither 
wife succeded to her husband’s interest on 
his death. Neither wife rendered any service. 


Tower case involved an absolute gift—also, 
the gift was absolute in Oakley, Scherer and 
Smith cases. 


The above was superseded by review by 
whole court 5/16/45, 5 TC —, No. 6 (CCH 
Dec. 14,555). 


Opinion by Leech and concurring opinion 
by Harron (with Mellott and Opper agree- 
ing); dissenting opinion by Black and dis- 
senting opinion by Disney. 


Harron refers to Randolph Paul’s “Part- 
nerships in Tax Avoidance,” George Wash- 
ington Law Review, Feb. 1945, p. 121, and 
cites most of the other decisions digested in 
this article. Execution of partnership agree- 
ment above is not enough. It is necessary 
to know the effect of that agreement upon 
the carrying on of the business. 


B. A. Schroder v. Com. 


CCA-5, 134 F. (2d) 346, 3/12/43 (43-1 
ustc J 9337), aff’'g BTA Memo. (CCH Dec. 
12,572-C). 


Held: Partnership between husband and 
wife, but earnings were almost entirely due 
to personal activities and abilities of hus- 
band, a mechanical and electrical engineer. 
Partnership not recognized. 


Wife had no drawing account but all with- 
drawals were charged to husband. This’ was 
“another abortive attempt to separate tree 
and fruit within the rule of’ Lucas v. Earl. 
Earnings are taxable to the person who 
earns them. 


Singletary, Lewis Hall v. Com. 


5 TC —, No. 42, 6/30/45 (CCH Dec. 
14,635). 


Held: Petitioner for several years had 
operated a chain of filling stations under a 
trade name. In 1939, by written instrument, 
he gave his wife, in consideration of love 
and affection, a one-half interest in the busi- 
ness and agreed that he and she should run 
the business as partners. Wife contributed 
no new capital and no services and there 
was no change in the conduct of the busi- 
ness. One-half of the profits were credited 
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to the wife but she withdrew very little of 
it. Early in 1941, petitioner’s father and 
mother gave a $20,000 note to petitioner and 
his wife, in consideration of which the latter 
by written instrument gave each of the 
former a one-quarter interest in the busi- 
ness. Articles of partnership were signed 
by the four. Father and mother contributed 
no additional capital and rendered no serv- 
ices and there was no change in the conduct 
of the business. Most of the profits credited 
to father and mother were left in the busi- 
ness and credited on the note. By agree- 
ment, the parents’ interests were to be left 
by will to petitioner to the exclusion of his 
brothers and sisters. Tax Court held that 
no partnership existed, and net income was 
taxable to petitioner. 


Mellott, opinion: “In the present state of 
the development of the law on the subject 
we must analyze the facts, apply the usual 
presumption of correctness to the respondent’s 
determination and ascertain whether the 
petitioner’s evidence has been sufficient to 
establish that it was erroneous . . . Motive 
is:neutral ...°.” 


Dissenting opinion by Leech (with which 
Arundell, Van Fossan, and Disney agreed) 
concerning the husband and wife partner- 
ship, but agreeing as to the father and 
mother partnership. 


Joseph Supornick v. Com. 
CCA-8, 45-2 ustc { 9346. 


Held: A partnership did not exist for 
Federal income tax purposes where tax- 
payer promised, both orally and in a written 
agreement, to pay each of his two sons 25% 
of the profits of the business but made such 
payment wholly contingent on the sons’ 
making good in the business. Such com- 
mitments constituted no more than a condi- 
tional assignment of a part of taxpayer’s 
income. “The Internal Revenue Code pro- 
vides its own concept of a partnership. 
Local law is of no importance in this con- 
nection . . . The commitments of the peti- 
tioner were wholly contingent on performance 
by the boys and constituted no more than 
a conditional assignment of a part of peti- 
tioner’s income.” 


Joseph L. Sweigard v. Com. 


TC Memo. Dkt. 971, 10/30/44 (CCH Dec. 
14,213(M)). 


Held: The primary purpose of the part- 
nership to which taxpayer’s son contributed 
capital and services was to reallocate family 
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income to reduce taxpayer’s income taxes. 
No bona fide partnership existed. 


Opinion by Leech: The son had been less 
than a financial success. Under partnership 
agreement he was not required to contribute 
capital. Later, the son contributed 3.59% of 
the capital, using stock which taxpayer had 
given him. Profits were to be shared equally, 
but neither partner was to devote his entire 
time to the business. Latter provision seems 
to be to enable the son to devote only 4 little 
of his time. Either partner could dissolve 
on one month’s notice and then withdraw 
his capital; this obviously was to enable 
taxpayer to regain entire control. After 
salaries, son received 41.05% of the net in- 
come, although he contributed only 3.59% of 
the capital. Such disparity reflects unfavor- 
ably on the bona fides of the transaction. 


Affirmed, without opinion, by the Circuit 
Court of Appeals (3), 6/13/45, 45-2 ustc 
J 9337. 


Camiel Thorrez v. Com. 


5 TC —, No. 8, 5/21/45 (CCH Dec. 
14,560). 


Held: Four partners had been operating 
a metal plating business for a number of 
years. On January 3, 1941, a new partner- 
ship contract was executed by the four part- 
ners, the wife of each, and six of the partners’ 
children, fourteen in all. Each partner split 
up his interest among members of his family 
and each family member contributed his 
newly acquired interest to the new firm. 
There was no change in the conduct of the 
business, except that profits were distributable 
to fourteen instead of four. Held that profits 
are distributable among the original four 
partners. 


There was no intention to make completed 
gifts of severable interests to wives and 
children for their own use. Only one wife 
performed any service for the firm but she 
had no voice in the management. She had 
worked for the former firm as an employee 
on a salary. 


Opinion by Smith, from which Arundell 
and Leech dissent. Concurring opinions by 
Mellott and Opper. Dissenting opinions by 
Van Fossan and Disney with both of which 
Tyson agrees. All opinions are long and 
review many decisions. 


Tinkoff Paysoff v. Com. 


CCA-7, 120 F. (2d) 564, 4/9/41 (41-1 ustc 
7 9391). 
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Held: Taxpayer was an attorney and a 
C. P. A. in Chicago. He formed two suc- 
cessive partnerships, first with his wife, and 
then with his wife and infant son. Neither 
the wife nor the son contributed services, 
capital or anything of value to the partner- 
ship. Income held taxable to taxpayer. 


Income is taxable to the person who earns 
it. The device of the partnership was with- 
out legal effect. 


Richard R. Tyson v. Com. 


TC Memo. Dkt. 1165, 3/31/44 (CCH Dec. 
13,849(M)). 


Held: Gifts of certain “cash interests” in 
taxpayer’s business to his wife, and gifts to 
the wife as trustee for the children, were 
held not complete or valid. Income is tax- 
able to taxpayer. 


Opinion by Kern: No cash was given to 
wife but bookkeeping entries were made 
charging taxpayer’s account and crediting 
an account for the wife. She agreed to lend 
to taxpayer the amount credited to her, 
which she immediately did, and the tax- 
payer’s books were adjusted to record the 
loan. Withdrawing of income by wife was 
subject to taxpayer’s approval. The Tax 
Court followed Robert Walker Tyson, TC 
Memo. Dkt. 2388, 2/29/44 (CCH Dec. 
13,784(M)). Gifts to wife as trustee also 
were not recognized as valid or complete. 


Aff'd by Circuit Court of Appeals (8), 
12/20/44 (45-1 ustc § 9121). 


The Tax Court determination was not 
erroneous aS a matter of law where the 
transfers were made by entries on taxpayer’s 
books. Wife never withdrew any part of 
the gifts or the income therefrom, and with- 
drawal of amounts credited to her was op- 
tional with taxpayer. Taxpayer retained too 
much dominion and control to make gifts 
effective. 


The net effect of the foregoing decisions 
may be summarized in the following tests 
that should be applied to a family part- 
nership: 


1. An allocation of income within a part- 
nership is presumably valid even if it is a 
family partnership. 


2. Tax-saving motives alone will not upset 
this presumption. 


3. If the partnership income is attributable 
exclusively or almost entirely to the in- 
dividual efforts of the taxpayer sought to be 
charged with the entire partnership income, 
then the partnership is not valid. 
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4. It is preferable for a wife or child to’ strate that the wife and child withdrew 
invest individual capital in a partnership proportionately as much income as the 
not originally derived from the husband or husband and father. 


father, but a gift of a capital interest to a 6. The income, when withdrawn, should 
spouse or child is not fatal, particularly if be treated as the separate property of the 
the new partner has the privilege of deciding wife or child and should not be used to dis- 
not to put the donated capital into the part- charge an obligation of the husband or 
nership or to withdraw it at will or withina father. This is an important but not a vital 
short period, having due regard for business test. 
exigencies. The right of reasonably prompt 7. The wife or child should have the right 
withdrawal is important. to withdraw capital, compel the dissolution 
5. Similarly, the right to withdraw incoine of the partnership, or transfer an interest in 


is equally important, again subject to busi- the partnership, consistent with general local 
ness exigencies requiring that it be left in business and legal practice in ordinary busi- 
the partnership. It is important to demon- ness partnerships. [The End] 





Washington Tax Course 


In Washington, D. C., World War II veterans and all attorneys and ac- 
countants who want legal refreshening on federal tax topics now have their 
opportunity, thanks to the Federal Bar Association and its president Robert H. 
Shields. A series of thirty lectures on federal taxation will be given under the 
sponsorship of the Committee on Federal Taxation of the Bar Association at the 
National Archives Building from October 8, 1945, to May 13, 1946, on Mondays 
from 7.30 to 9.00 P. M. Although the lectures are being given primarily for 
Government attorneys and members of the Armed Forces stationed in Washington, 
interested members of the general public may also attend. No admission fee will 
be charged. 

The Committee has chosen lecturers both for their competency as to subject 
matter and for their ability to speak clearly and concisely. The lecturers have 
been asked not to discuss involved and highly controversial matters, but to present 
broad pictures in sufficient detail to raise the major problems involved. Mr. 
Charles Oliphant, Assistant General Counsel in the Treasury Department, will 
open the series with a general discussion of the “Federal Tax System and Ad- 
ministration of Federal Internal Revenue Laws” (October 8). Richard C. Flesch, 
Chairman of the Committee on Federal Taxation of the Federal Bar Association 
and a member of the New York law firm of Kaye, Scholer, Fierman & Hays, will 
discuss the same subject on the same evening, and on November 19 will treat the 
subject “Partnerships.” Among the other lecturers are: Seymour S. Mintz, Special 
Attorney in the Bureau of Internal Revenue (“Basic Concepts of Taxable In- 
come”, October 15); Albert E. Arent of Posner, Fox & Arent in Washington, 
D. C. (“Compensation for Personal Services; Cancellation of Indebtedness”, 
October 29); Helen Carloss of the Tax Division, Department of Justice (“Capital 
Gains and Losses”, December 10 and 17); Samuel O. Clark, Jr., Assistant Attorney 
General (“Tax Litigation in Federal Courts”, April 8); and Major Rex Dibble, Hq. 
ASF, War Department (“Renegotiation of Contracts”, April 22). 
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Where Tax Saving 


the Business Purpose 


Mr. Flack says recent tax cases indicate a trend toward requiring organizers to reveal the 







Is Behind 


By MURRAY M. FLACK 


business purpose behind a bond issue, and the Supreme Court has the issue at hand in the 


Kelley and Talbot Mills cases. 


The author is an attorney, associated with the firm of 


Frost and Jacobs, Cincinnati, Ohio. 


J IGH CORPORATE TAXES have caused 
many corporations to reorganize or 
recapitalize under a plan involving the sub- 
stitution of bonds or debentures for a por- 
tion of their outstanding stock. Another 
common practice has been to have a new 
corporation issue bonds or debentures along 
with its capital stock when properties are 
transferred to the new corporation in a 
Section 112 (b) (5), I. R. C., transaction. 
Similarly, bonds or debentures may be is- 
sved along with stock in a merger or con- 
solidation of two or more corporations. If 
such transactions are tax free to the stock- 
holders under Section 112 (b), and the cor- 
porations are allowed to deduct the interest 
accruals on the bonds, considerable tax 
Saving may result. 

So long as the tax-saving feature of such 
transactions, when coupled with other minor 
purposes, was regarded as a valid “business 
purpose” and was thought to come within 
the rule that “The legal right of a taxpayer 
to decrease the amount of what otherwise 
would be his taxes, or altogether avoid 
them, by means which the law permits, can- 
not be doubted”, Gregory v. Helvering, such 
transactions appeared quite inviting. How- 
ever, the Tax Court has recently held that 
a tax-saving recapitalization, involving the 
substituting of bonds for outstanding stock, 
was not consummated for a legitimate “busi- 





1Gregory v. Helvering, 293 U. S. 465 
ustc { 9043]. 


[35-1 
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ness purpose”, and was not tax free to the 
stockholders under the reorganization pro- 
visions of the statute. Also, in recent cases 
involving the deductibility of interest on 
bonds issued in such transactions, the courts 
have looked beyond the terms and provi- 
sions of the bonds and inquired into the 
“business purpose” behind the bond issue, 
that is, whether they were issued for any 
purpose other than tax saving. The trend 
in the decisions indicates that some of these 
transactions may result in unhappy tax con- 
sequences for the corporation as well as for 
the stockholders. 


Any corporation that is currently claiming 
deductions for interest on bonds or debentures 
issued in a reorganization or a Section 112 (b) 
(5) transaction, or any corporation that 1s 
contemplating the issuance of bonds in such 
a transaction, should study these recent cases 
very carefully. 


Adam A. Adams Case 


In the Adam A. Adams case,’ a corpora- 
tion, pursuant to a plan of recapitalization 
involving no change in its surplus account, 
issued debenture bonds and no par value 
stock in exchange for its outstanding par 
value stock, the purpose being to reduce its 
taxes by deducting the interest on the de- 





2 Adam A. Adams, 5 TC —, No. 40, June 29, 
1945, reversing Adam A. Adams, 4 TC —, No. 
140 [CCH Dec. 14,505]. 
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bentures. The Tax Court, in reconsidering 
and reversing its prior decision, held that 
the transaction did not constitute a tax-free 
exchange under Section 112 (b) and that 
the taxpayer-stockholder received a taxable 
dividend in the amount of $164,000, repre- 
senting the value of the bonds received. See 
also Alice H. Bazley* and Bass v. Commis- 
sioner. 


The Court’s reasoning in the Adams case 
seemed to be that the recapitalization was 
not consummated for legitimate “business 
purposes” since the resulting tax saving 
would be more than offset by the interest 
expense on the debentures. That reasoning 
seems to be predicated on the assumption 
that the interest on the debentures would 
be deductible, but that question is separate 
and distinct from the issue decided in that 
case and it would be unsafe to conclude, in 
the light of other recent cases hereinafter 
discussed, that interest would be deductible 
on bonds issued in a recapitalization admit- 
tedly consummated for the sole purpose of 
tax saving. The trend seems to be in the 
other direction, and the Adams case demon- 
strates the importance of being reasonably 
certain of the trend before consummating 
such a transaction. 


Broadway Corporation Case 


In the Broadway Corporation® case a new 
corporation issued stock and ten-year de- 
benture bonds in exchange for certain rent- 
producing properties. The Tax Court held 
that amounts accrued by the taxpayer cor- 
poration as interest on the debentures, under 
the circumstances, were not deductible as 
“interest”. The circumstances, according to 
the Court, were that the debentures were 
issued for the purpose of avoiding income 
taxes, or at least minimizing its income 
taxes by claiming deductions for the inter- 
est accruals. 


That case, of course, involved a Section 
112 (b) (5), I. R. C., transaction, a trans- 
action by which property is transferred to 
a new corporation by one or more persons 
in exchange for “stock or securities” of such 
corporation. However, if the interest de- 
duction can be denied in such a case on the 
ground that the only purpose of issuing the 
debentures was to give the corporation a 
deduction for the interest accruals, what 
would be the result of applying such a test 


3 Alice H. Bazley, 4 TC 897 [CCH Dec, 14,423], 
appeal pending CCA-3. 

4 Bass v. Commissioner, 129 F. (2d) 300 [42-2 
ustc { 9553]. 

5 1432 Broadway Corporation, 4 TC —, No. 
136, April 20, 1945, 
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to bonds or debentures issued in a recap- 
italization which had no “business purpose” 
other than tax saving? 


Before discussing cases involving bonds 
or debentures issued in reorganizations, let 
us give further consideration to the Broad- 
way Corporation case and several other cases 
involving Section 112 (b) (5) transactions. 


Section 112 (b) (5) Transactions 


In the Broadway Corporation case the tax- 
payer was organized in May, 1932, with an 
authorized capital stock of 390 shares of no 
par value, for the purpose of acquiring and 
operating certain rent-producing real estate. 
In June, 1932, thirteen individuals who had 
inherited the properties transferred them to 
the new corporation in exchange for its 
authorized stock and “Ten-year 7% Deben- 
ture Bonds” in the aggregate amount of 
$1,170,000. The properties were worth at 
least $1,200,000, and were yielding annual 
rental of about $85,000. From 1932 to 1941, 
the corporation accrued and deducted inter- 
est on the debentures in the total sum of 
$682,669.96, of which amount $1,248.74 was 
actually paid in 1933. During that same pe- 
riod the corporation paid the debenture 
holders in reduction of principal of the de- 
bentures the total sum of $301,963.20. 


The Commissioner disallowed the deduc- 
tion taken by the taxpayer of the “interest” 
accrued for 1939, 1940 and 1941 on the out- 
standing debentures. In sustaining the Com- 
missioner, the Tax Court showed little or 
no interest in the terms and provisions of 
the debentures. It went directly to the 
facts and circumstances surrounding their 
issuance. The Court said: 


“The evidence and argument follow a 
familiar pattern to show that the debentures 
have attributes of indebtedness. Cf. Charles 
L. Huisking & Co., 4 T. C. 595. The deben- 
tures are in approved legal form, and, it 
their legal attributes alone were determina- 
tive of the character of the interest accru- 
als, there would be little room for doubt 
that they were the indebtedness they pur- 
port to be. Cf. Clyde Bacon, Inc.,4 T. C. — 
(Apr. 9, 1945). But, for tax purposes, their 
conformity to legal forms is not conclusive. 
Although a taxpayer has the right to cast 
his transactions in such form as he chooses, 
and the form he chooses will generally be 
respected, the Government is not required 
to acquiesce in the taxpayer’s election of 
form as necessarily indicating the character 
of the transaction upon which his tax is 
to be determined. ‘The Government may 
look at actualities and upon determination 
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that the form employed for doing business 
or carrying out the challenged tax event is 
unreal or a sham may sustain or disregard 
the effect of the fiction as best serves the 
purpose of the tax statute.’ Higgins v. Smith, 
308 U. S. 473. See also Commissioner v. 
Court Holding Co., — U. S. — (Mar. 12, 
1945). The Government is not bound to 
recognize as the substance or character of 
a transaction a technically elegant arrange- 
ment which a lawyer’s ingenuity has de- 
vised. Griffiths v. Commissioner, 308 U. S. 
Jo5. 

“We therefore bypass the examination of 
the legalistic craftsmanship of the deben- 
tures which the taxpayer invites and go 
directly to the circumstances to determine 
whether, notwithstanding their form, the 
substance of the transaction which they pur- 
port to evidence was in actuality a loan or 
indebtedness and whether the substance of 
the accrual sought to be deducted is in real- 
ity interest.” 

After observing that the corporation was 
formed for the purpose of holding a piece 
of productive real property which had been 
left by a decedent to fourteen individuals 
scattered throughout the country, one of 
whom was discontented and wanted the 
property sold and his interest converted 
into cash, the Court said: 


“This corporation was the result, and to 
it the property was transferred. No loan 
was made to the corporation by the owners, 
either of property or of money. 

* * Xx 

“The entire contribution was a capital 
contribution rather than a loan, but by the 
form adopted the corporation was in a posi- 
tion to feign that its rent income was used 
as a means of discharging its debenture 
obligations, giving it a tax deduction, and 
not as a distribution of dividends, which 
would not be deductible. Cf. Edward G. 
Janeway, 2 T. C. 197, — Fed. (2d) —; Com- 
missioner v. Kelley Co., 146 Fed. (2d) 466 
(C. C. A., 7th Cir., Dec. 21, 1944); Talbot 
Mills v. Commissioner, — Fed. (2d) — 
(C. C. A., lst Cir., Dec. 22, 1944). The dis- 
tribution of the rent income, whether called 
interest or principal on debentures or divi- 
dends on shares, would go to the same per- 
son in the same proportions, since each had 
the same proportionate number of both, and 
it would matter not to them whether the 
distribution was called dividends or interest. 
3ut to the corporation on the accrual method 
it mattered materially whether the distribu- 
tion was called interest, thus being deduct- 
ible in computing its taxable net income, 
even though not actually paid, or dividend, 
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which would be without a favorable tax 
effect. 
* Ok OK 


“Interest is payment for the use of another’s 
money which has been borrowed, but it cannot 
be applied to this corporation’s payment or 
accruals, since no principal amount had been 
borrowed from the debenture holders and it 
was not paying for the use of money.” (Ital- 
ics supplied.) 


The significance of this case is, of course, 
that the Court’s decision is predicated upon 
the facts and circumstances surrounding the 
issuance of the debentures, rather than the 
terms and provisions thereof, which had 
theretofore been regarded by the Court as 
the decisive test. (See Clyde Bacon, Inc.,® 
hereinafter discussed.) It is to be noted 
that the Court said that “no loan” was made 
to the corporation by the owners of the 
property, and it said that “interest is the 
payment for the use of another’s money”, 
and that no principal amount had been bor- 
rowed from the debenture holders and “it 
was not paying for the use of money”. 


If that is the test to be applied, the ques- 
tion arises whether the Court will hence- 
forth disallow interest accruals on all bonds 
or debentures issued in a Section 112 (b) 
(5) transaction unless “money” in the amount 
of the bonds or debentures is transferred to 
the new corporation along with the other 
properties. (For cases allowing the interest 
deduction where “money” had been advanced 
by the debenture holders, see Arthur R. Jones 
Syndicate v. Commissioner,’ and Commissioner 
v. Proctor Shop, Inc’ 


There are, of course, many Section 112 (b) 
(5) transactions where very little or no 
“money” is transferred to the new corpora- 
tion, and any bonds that are issued in such 
transactions are in exchange for property 
other than “money”. In such a transaction 
there has been no loan of “money” as such, 
and any interest payments made on such 
bonds would not be made for the “use of 
another’s money”. Since Section 112 (b) 
(5), I. R. C., makes use of the phrase “stock 
or securities”, Congress apparently contem- 
plated that some bonds or debentures might 
be issued along with the stock, but that pro- 
vision governs the taxability or nontaxabil- 
ity of the transfer, and might not have much 
bearing on the question involving the de- 
ductibility of interest payments on the bonds. 





® Clyde Bacon, Inc., 4 TC —, No. 130, April 
9, 1945 [CCH Dec. 14,479]. 

7 Arthur R. Jones Syndicate v. Commissioner, 
23 F. (2d) 833 (CCA-7) [1 ustc {| 266]. 

8 Commissioner v. Proctor Shop, Inc., 82 F. 
(2d) 792 (CCA-9) [36-1 ustc f] 9203]. 
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One of the reasons why this subject is so 
uncertain and confusing is that about two 
weeks prior to the Broadway Corporation 
decision, the Tax Court reached the oppo- 
site conclusion in Clyde Bacon, Inc., supra, 
which case involved facts substantially sim- 
ilar to those in the Broadway case. In the 
Bacon case the taxpayer was incorporated in 
1942 with an authorized capital stock of 
$30,000, consisting of 30,000 shares of $1.00 
par value stock. Pursuant to a plan the 
B. and G. Land Company, and several indi- 
viduals who were the stockholders of that 
company, transferred certain properties to 
the new corporation in exchange for its 
$30,000 capital stock and debenture certifi- 
cates in the amount of $270,000. According 
to the corporate resolution, the property 
transferred by the B. and G. Land Company 
was worth $177,600 and the property trans- 
ferred by the individuals was worth about 
$122,400, or a total of $300,000. (The Court 
found the properties had a fair market value 
of $504,767.26.) The new corporation issued 
its stock and debentures directly to the indi- 
viduals and the B. and G. Land Company 
was dissolved. On its balance sheet the new 
taxpayer corporation showed its debentures 
as a liability of $270,000 and its common 
stock under a separate heading as a liability 
of $30,000. 


The Court held that the transfer of the 
property from the individuals to the new 
corporation came within the purview of 
Section 112 (b) (5) and that the transfer by 
the B. and G. Land Company was tax free 
under Section 112 (b) (4). With respect 
to the issue involving the deductibility of 
interest on the debentures, the Court, in- 
stead of discussing the facts and circum- 
stances surrounding their issue as was done 
in the Broadway case, concentrated its at- 
tention on the terms and provisions of the 
debentures, such as “the name; maturity 
date, if any; dependence of annual payments 
on earnings; the position of the holder as a 
creditor of the corporation; and the right to 
participate in management.” Being satisfied 
that the terms of the debentures created a 
debtor-creditor relationship, the Court al- 
lowed the interest deduction. With respect 
to the facts and circumstances surrounding 
the issuance of the debentures, the Court 
said: 


“At the formation of the corporation 
there was no obligation on the petitioner to 
issue any definite amount of stock in ex- 
change for the assets received. It had the 
privilege of determining the character and 
amount of its securities so exchanged if they 
were satisfactory to the recipient. The 


petitioner had the right to replace the stock 
interest with an evidence of indebtedness, 
if it so desired. Commissioner v. H. P. 
Hood & Sons, supra. 


“The petitioner also presented cogent 
and proper business reasons for creating 
the debenture certificates. It is not neces- 
sary to enumerate or discuss them, since 
the face of the instrument affords ample 
ground for our conclusion that the deben- 
ture certificates were evidences of indebted- 
ness and not shares of stock. The petitioner 
is entitled to deduct the sum of $16,200 paid 
by it as interest on its debenture certificates 
during the taxable year.” 

The Court did not state whether the 
“cogent and proper business reasons” for 
creating the debenture certificates was tax 
saving or otherwise, but if there is any dis- 
tinction between that case and the Broadway 
case, with respect to the reasons for issuing 
the debentures, it is not apparent from the 
Court’s opinions. Strangely enough, the 
Bacon case was cited in the Broadway opin- 
ion but was neither distinguished, overruled 
nor otherwise discussed. And further to 
bewilder all of us, the Commissioner acqui- 
esced in the Bacon case subsequent to the 
Broadway decision. 


An examination of several earlier cases 


- indicates that it is only recently that the 


courts have paid much attention to the mat- 
ter of tax saving through the issuance of 
bonds in a Section 112 (b) (5) transaction. 
In Commissioner v. O. P. P. Holding Corp.,° 
the taxpayer corporation was organized 
under the laws of New York in 1929 with 
an authorized capital of $20,000, consisting 
of 2,000 shares of common stock. It pur- 
chased all the capital stock of Oneida Paper 
Products, Inc., a New York corporation, 
and paid the sellers therefor 1,000 shares 
of its own stock and $250,000 of its deben- 
ture bonds dated as of July 1, 1929, matur- 
ing June 30, 1954, and bearing interest at 
8% per annum. On its books the taxpayer 
set up on the asset side the Oneida stock 
at $260,000, and on the liability side put its 
debenture bonds at $250,000, and its capital 
stock at $10,000. During the taxable year 
the taxpayer received a dividend of $20,000 
on the Oneida stock and during the same 
period paid to holders of its debentures the 
sum of $20,000 as interest. The Court, after 
discussing the various terms and provisions 
of the debenture bonds, held that a debtor- 
creditor relationship existed between the 
taxpayer and the debenture holders, and 
that interest paid on the bonds was de- 





» Commissioner v. O. P. P, Holding Corp., 
76 F, (2d) 11 (CCA-2) [35-1 ustc { 9179]. 
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ductible. After so deciding, the Court stated 
in the last paragraph of its opinion that: 


“The petitioner further contends that the 
transaction out of which the debenture 
bonds were issued constituted a device for 
the distribution of income in the guise of 
interest at a high rate on inflated principal. 
He bases this charge on the fact that the 
taxpayer valued at $260,000 stock of Oneida 
Paper Products, Inc., which the latter had 
valued on its own books at $129,785.51. 
However, as has been indicated, the bal- 
ance sheet from which this figure was de- 
rived stated inventories and fixed assets at 
cost, and included nothing for good will or 
other intangibles. Since the net earnings 
of the Oneida Company had increased an- 
nually, and were 26 per cent for the year 
ending July 31, 1929, there was some justi- 
fication for taxpayer’s revaluation of the 
stock. The Board made no finding that the 
purchase was a device to reduce taxes.” 


The Court did not indicate what its de- 
cision would have been had the Board 
found that the transaction was a “device to 
reduce taxes,” as the Tax Court found in 
the Broadway case, but it does show the in- 
cidental manner in which the purpose of 
tax saving was regarded. For another case 
where the Court predicated its decision on 
the terms and provisions of the debentures, 
rather than the facts and circumstances 
surrounding their issuance, see Washmont 
Corporation v. Henrickson.” 


With the decisions in this state of affairs, 
everyone should be sufficiently befuddled. 
However, it might be pointed out that in 
the Broadway case, which is the most re- 
cent case, the Tax Court for the first time 
sustained the Commissioner’s argument 
that tax saving may not be a legitimate pur- 
pose for the issuance of bonds in a Section 
112 (b) (5) transaction. In any event, if a 
taxpayer cannot think of any “cogent busi- 
ness purposes” for issuing debentures, 
other than tax saving, it should not be 
surprised if the Commissioner disallows the 
interest deduction on the authority of the 
Broadway Corporation case, particularly 
where a substantial amount of bonds have 
been issued for property other’ than 
“money,” because the more bonds that are 
issued the more “technically elegant” the 
transaction becomes. 


Recapitalizations 


After the Gregory case, supra, the courts 
spent considerable time in discussing the 





10 Washmont Corp. v. Henrickson, 137 F. (2d) 
306 (CCA-9) [43-2 ustc f 9556]. 
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“business purpose” doctrine in cases involv- 
ing the reorganization provisions of the 
statute. Only recently, however, have the 
courts paid much attention to that doctrine 
in cases involving the deductibility of inter- 
est on bonds or debentures issued in such 
transactions. In the earlier cases the courts 
concerned themselves with the form and 
provisions of the bonds, but more recent 
cases seem to indicate that the corporate 
taxpayer may have to go further and show 
the “business purpose” behind the bond 
issue. An examination of a few cases in 
chronological order will indicate the trend. 


In Commissioner v. Bray Co.” the capital 
stock of the company originally consisted 
of common stock of the par value of $100 
per share. Pursuant to a plan of recapi- 
talization, the stockholders surrendered 
their stock and received for every three 
shares of the original stock, one share of no 
par common stock and two shares of $100 
par value “Debenture Preferred Stock.” 
(Note the similarity of this recapitalization 
with the one in the Adams case.) After 
discussing the form, terms and provisions 
of the debenture preferred stock, the Court 
concluded that a debtor-creditor relation- 
ship had been created and held that the 
payments made thereon were deductible as 


interest. The Court did not even mention 
the question of “business purpose” or the 
matter of avoiding or reducing income 


taxes. For similar cases see U. S. v. South 
Georgia Ry. Co.* and Commissioner v. 
Schmoll Fils Associated, Inc.* 


In Annis Furs, Inc.,* the taxpayer issued 
6% debentures in exchange for its outstand- 
ing 644% cumulative preferred stock which 
was retired. The debentures were subordi- 
nate to other creditors, but interest was not © 
contingent upon earnings and profits. In 
allowing the interest accruals on the deben- 
tures, the Court said: 


“If a corporation and its preferred stock- 
holders for reasons satisfactory to them- 





11 Commissioner v. Bray Co., 126 F. (2d) 612 
(CCA-5, Mar, 13, 1942) [42-1 ustc { 9340]. 

12U. 8. v. South Georgia Ry. Co., 107 F. (2d) 
3 (CCA-5, 1939) [39-2 ustc J 9765]. 

133 Commissioner v. Schmoll Fils Associated, 
Inc., 110 F. (2d) 611, (CCA-2, 1940) [40-1 ustc 
7 9319]. 

4 Annis Furs, Inc., Tax Court Memo. Deci- 
sion, Docket No. 110894, Jan. 28, 1943 [CCH 
Dec, 12,945(M)]. (Cf. Annis Furs, Inc., 2 TC 
1096 [CCH Dec. 13,605].) See also: Idaho Lum- 
ber & Hardware Co., Tax Court Memo. Deci- 
sion, Docket No. 4792, Mar. 3, 1945 [CCH Dec. 
14,443(M)], where the Court allowed the in- 
terest deduction but did not discuss the busi- 
ness purpose or tax-saving feature of the case. 
Cf. Petit Anse Co., Tax Court Memo. Decision, 
Docket No. 3388, Nov. 14, 1944, 
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selves agree upon an exchange of preferred 
stock for debenture bonds, then it seems to 
us that such is business purpose enough and 
we need look no further, provided of course 
that the obligation created by the bonds is 
genuine. Cf. Commissioner v. Proctor Shop, 
Inc., 82 F. (2d) 792; John Kelley Company, 
1 T. C. No. 58, decided January 15, 1943.” 


In Commissioner v. H. P. Hood & Sons, 
Inc.,” the taxpayer had common and pre- 
ferred stock outstanding. In 1936 it author- 
ized the issuance of $100—7% income de- 
bentures due in 1976, and offered them in 
exchange, on a par for par basis, to the 
holders of preferred stock. From 1936 to 
1940, inclusive, 29,498 shares of preferred 
stock were exchanged for debentures, and 
debentures in the face amount of $655,800 
were delivered to holders of common stock 
as dividends on their stock. The Court, 
after considering the form, terms and pro- 
visions of the debentures, concluded that a 
debtor-creditor relationship existed and 
allowed the taxpayer to deduct the interest 
payments made on the debentures. The 
interesting thing about this case is the man- 
ner in which the Court handled the Com- 
missioner’s contention that the debentures 
had been issued for the purpose of tax 
saving. The First Circuit Court (Judge 
Mahoney) said: 


“The Tax Court found that although tax 
saving may have been one of the considera- 
tions it was not the sole consideration for 
the issue of these debentures to replace the 
preferred stock. At any rate, there is 
nothing to prevent this taxpayer from re- 
placing an instrument which rests on one 
side of the line separating indebtedness 
from proprietorship with one which rests 
on the other side of the line. John Kelley 
Company v. Commissioner, supra. As Mr. 
Justice Holmes has said: ‘We do not speak 
of evasion, because, when the law draws a 
line, a case is on one side of it or the other, 
and if on the safe side is none the worse 
legally that a party has availed himself to 
the full of what the law permits.’ Bullen v. 
Wisconsin, 1916, 240 U. S. 625, 631, 36 S. Ct. 
473, 474, 60 L. Ed. 830.” 


Several months later, the Seventh Circuit 
Court in reversing the Tax Court showed 
considerable concern over the tax saving 
feature of such cases. In Commissioner v. 
John Kelley Co.* the taxpayer, an Indiana 


18 Commissioner v. H, P, Hood & Sons, Inc., 
141 F. (2d) 467 (CCA-1, March 22, 1944) [44-1 
ustc {J 9253]. 

1% Commissioner v. John Kelley Co., 146 F. 
(2d) 466, Dec. 21, 1944 [45-1 ustc ] 9117]. Cer- 
tiorari granted April 30, 1945. 





corporation, had an authorized capital stock 
of 1500 shares of no par common and 3,000 
shares of 6% cumulative preferred stock of 
$100 par value. The business was a closely 
held family corporation. During 1937 the 
corporation adopted resolutions authorizing 
a plan under the terms of which the 
common stock was changed to $100 par 
value and increased to 6,000 shares. Twenty- 
year income debenture bonds aggregating 
$250,000 were authorized and were ex- 
changed for the outstanding preferred stock 
at $102 per share. After discussing the 
various terms and provisions of the deben- 
tures, the Court concluded that they did not 
represent an indebtedness of the corpora- 
tion, but it is interesting to note that the 
Court devoted considerable attention to the 
facts and circumstances surrounding the 
issuance of the debentures. The Court 
said: 

“Such a transaction did not put a penny 
of new money into the treasury of the 
corporation. * * * 


“The scheme to convert the preferred 
stock into debentures left the debentures 
resembling preferred stock rather than in- 
debtedness. ‘In the business world “inter- 
est on indebtedness” means compensation 
for the use or forbearance of money.’ 


_ Deputy v. DuPont, 308 U. S. 488, 498, 60 


S. Ct. 363, 84 L. Ed. 416. The taxpayer 
‘hired’ no money here. Its owners merely 
swapped papers and wound up in relatively 
the same position.” 


The trend may be indicated by the fact 
that the Court observed that the transaction 
did not put any “new money” into the 
treasury of the corporation and referred to 
the transaction as a “scheme.” Yet, see 
Elliott-Lewis Co,, Inc." where debentures 
were exchanged for outstanding preferred 
stock (no “new money” coming into the 
corporation) and the Tax Court allowed the 
interest deduction. 


At about the same time the Seventh Cir- 
cuit was considering the Kelley case, the 
First Circuit was considering the case of 
Talbot Mills v. Commissioner.* In that case 
the taxpayer was a Massachusetts corpora- 
tion with an authorized capital of 5000 
shares of common stock of the par value of 
$100 per share. Under a plan of recapi- 
talization each stockholder surrendered 
four-fifths (4/5) of his stock in exchange 


17 Elliott-Lewis Co., Inc., Tax Court Memo. 
Decision, Docket No. 3275, Jan, 30, 1945 [CCH 
Dec, 14,374(M)]. 

18 Talbot Mills v. Commissioner, 146 F. (2d) 
809 (Dec. 22, 1944 [45-1 ustc {| 9122]. Certiorari 
granted April 30, 1945. 
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for “registered notes” of a face amount 
equal to the stock surrendered. The fifteen 
stockholders of the corporation surrendered 
$400,000 of the outstanding capital stock 
and received in exchange therefor $400,000 
in “registered notes” proportionate to the 
amount surrendered. While the Court dis- 
cussed the form and terms of the “registered 
notes”, it seemed to be more interested in 
the reason for their issuance and the “tax 
advantage” which the corporation would 
enjoy. The First Circuit Court (Judge 
Mahoney) said: 


“The real intention of the parties is to 
be sought and in order to establish it evi- 
dence aliunde the contract is admissible.’ 
The taxpayer in the instant case is a small 
‘family corporation’ with fifteen  stock- 
holders. The issuance of the notes brought 
no new capital into the corporation. They 
represent a mere exchange of stock for 
notes which did not affect in any material 
way the previously existing interest of the 
stockholders. Each retained the same pro- 
portionate right to participate in the profits 
of the business. The subordinable notes 
bore a variable rate of interest dependent 
on earnings, and what each stockholder 
might not get as ‘interest’ he gets as divi- 
dends. The stockholders, moreover, retain 
their same proportionate control of the 
corporation as owners. The taxpayer ad- 
mits that tax avoidance was an important 
factor in this exchange, and the Tax Court 
found that it was ‘the only substantial pur- 
pose motivating the transaction.’ The tax- 
payer contended that there were further 
advantages, the reduction in equity control 
which enabled a concentration of control to 
effect stable management, and the providing 
of an investment, negotiable and more read- 
ily salable than the stock of this closely 
held corporation. The Tax Court dismissed 
the first, saying that ‘each shareholder re- 
tained the precise voice in the management 
which he had prior to the transaction.’ As 
for the negotiability feature, the notes 
could be subordinated to creditor claims and 
were. They contain restrictive provisions, 
and the payment of interest may be de- 
ferred. The rate of return is indeterminate. 
The few notes negotiated remained in the 
family circle, and the Tax Court has ques- 
tioned their salability. We think that the 
Tax Court properly found ‘that what the 
parties really intended to create was a secu- 
rity retaining the profit-sharing advantage 
of stock, leaving intact their voice in the 
management, but extending a tax advantage 
to the corporation not possible in stock,’ 
and that there was no proper indebtedness. 
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To hold the contrary would be exalting 
form above substance.” 


Judge Mahoney. seemed to have a con- 
siderable change of heart in the short period 
of nine months. In March he was quoting 
Mr. Justice Holmes about the legality of a 
party availing himself “to the full of what 
the law permits,” and in December he was 
very much concerned with the fact that the 
exchange brought no “new capital” into the 
corporation, and was quite impressed with 
the “tax advantage” argument. Judge 
Magruder dissented from the majority opin- 
ion, Saying in part as follows: 

“Of course, the lending of money is not 
the only way an indebtedness may arise 
upon which interest is to be paid. 


“Thus, upon the sale of goods, the buyer 
may agree to pay interest on the unpaid 
installments of the purchase price, and it 
may be provided that this interest shall be 
variable in amount contingent upon earn- 
ings. This would be deductible under sec- 
tion 23 (b) quite as much as if the purchase 
money had been paid over to the seller and 
then lent back to the buyer. 


“And so, it is possible for a corporation 
to create an ‘indebtedness,’ within the mean- 
ing of section 23 (b), by an agreement 
under which the corporation redeems some 
of its stock at par, and instead of paying 
cash therefor gives to the surrendering 
shareholders interest-bearing notes for the 
redemption price. The exchange of stock 
for notes would give rise to an ‘indebted- 
ness, even though no new capital were 
thereby brought into the corporation. 


“The result would be no different if we 
assume that the main motive for the re- 
capitalization was to achieve a tax advan- 
tage. Commissioner of Internal Revenue v. 
H. P. Hood & Sons, Inc., 1 Cir., 1944, 141 F. 
2d 467,471. * * * 


“Therefore I think we should lay aside 
as irrelevant two points stressed in the 
opinion of the Tax Court: (1) ‘The factor 
of tax avoidance loomed large in the minds 
of the parties by their own admission, and 
indeed it appears to have been the only 
substantial purpose motivating the transac- 
tion’; and (2) ‘Each shareholder retained 
the precise voice in the management which 
he had prior to the transaction. He re- 
tained the same right to participate in the 
profits of the business; what he did not re- 
ceive by way of interest he would take by 
way of dividends on his remaining stock’.” 


Since the Supreme Court has granted 
certiorari in the Kelley and Talbot Mills 
cases, further discussion thereof seems un- 
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necessary. However, do not be surprised if 
the Commissioner comes out of those cases 
armed with a new set of rules which may 
encourage him to reexamine many cases 
where deductions have heretofore been 
allowed. 


Reorganizations, Mergers, Etc. 


At least one recent case indicates that the 
facts and circumstances surrounding the 
issuance of bonds or debentures in reor- 
ganizations (other than recapitalizations) 
will probably be subjected to the same ex- 
amination in order to determine whether 
there was any business purpose for their 
issuance except that of tax saving. In 
Charles L. Huisking & Co.” a reorganization 
was consummated under the terms of which 
the stockholders of the old corporation 
came out with stock and debentures of the 
new corporation. The Court held that the 
terms and provisions of the so-called deben- 
tures did not create a debtor-creditor rela- 
tionship, but to show that it also had other 
factors in mind it stated in the last para- 
graph of its opinion as follows: 

“The circumstances under which the 
debentures in question were issued make it 
clear that their terms were dictated by 
Huisking and not arrived at by negotiation 


between the so-called debtor and creditors. - 


No new capital came into the corporation 
by reason of this financing, and, while there 
may have been the interest of certain key 
men to be considered in the plan as under- 
taken, their interest was small compared 


12 Charles L. Huisking & Co., 4 TC 595, Jan. 
17, 1945 [CCH Dec, 14,322]. But see Com, v. 
Palmer, Stacy-Merrill, Inc., 111 F. (2d) 809, 
(CCA-9, May 9, 1940) [40-1 ustc { 9465], where 
the deduction was allowed. 

2 LeTulle v. Scofield, 308 U. S. 415 [40-1 ustc 
7 9150]. 


with that of Huisking and his family. 
Section 23 (b) of the Internal Revenue 
Code is designed to permit of the deduction 
of genuine interest on a genuine indebted- 
ness. For the reasons already set forth we 
do not think either are here present. The 
respondent is sustained.” 


Again we find the observation that no 
“new capital” came into the corporation as 
a result of the transaction. If that is to 
become one of the principal tests, it would 
seem to bar all transactions involving an 
exchange of bonds for outstanding stock, 
that is, once a stockholder never a creditor. 
But see LeTulle v. Scofield where the 
Supreme Court said that a former stock- 
holder became a “creditor” when he ex- 
changed his stock for bonds. 


Suppose two operating corporations, 
which had only common stock outstanding, 
merged or consolidated for legitimate busi- 
ness purposes, and the old common stock- 
holders received 50% common stock and 
50% debenture bonds. If no reason for the 
issuance of the debenture bonds could be 
shown except the resulting tax advantage, 
could it be held that the bond interest was 
not deductible for the reason that the trans- 
action brought no “new money” into the 
business, that it was not paying for the use 
of borrowed money, and that the issuance 
of the debentures was nothing more than a 
“scheme” of tax avoidance? 


Heretofore the Commissioner has been 
reluctant to raise such issues where there 
have been legitimate business purposes for 
the reorganization (other than tax saving), 
but it is anybody’s guess where the current 
trend will find a stopping point. Stand 
aside for the decisions of the Supreme 
Court in the Kelley and Talbot Mills cases! 


[The End] 


ADDITION 10 NEW SCHOOL LECTURES 


The lectures to be presented by the New School for Social Research, New 
York City, in its Fourth Annual Symposium on Federal Taxation were listed on 
page 799 of the September issue of TAXES. To that list should be added the 
following: Gerald L. Wallace, “Federal Tax Procedure.” 


Mr. Wallace, whose lecture is scheduled for November 27, is a professor at 
the New York University Law School, Postgraduate Taxation Division. 


Where Tax Saving Is Behind the Business Purpose 





By NORMAN D. CANN, Deputy Commissioner, 
Internal Revenue, Washington, D. C. 


How the Commissioner] H 


Reprinted from the National Association of 
Cost. Accountants Bulletin, July 15, 1945 


‘INCE THE ENTRY of this country 
into the war, over six thousand pension 
and profit-sharing plans have been estab- 
lished. Whereas in the 1920’s and 1930's 
relatively only a handful of employers con- 
sidered it good business to set up pension 
or profit-sharing plans for the exclusive 
benefit of employees, there are now many 
thousands of employers who have recog- 
nized their retirement problems and social 
obligations to their employees and have 
decided that Social Security benefits do not 
adequately meet such problems. 


By March 31, 1945, over 7,500 plans had 
been submitted to the Bureau of Internal 
Revenue for advance ruling as to their 
qualification under section 165(a). There 
are now probably more than five times as 
many plans in existence as there were prior 
to our entry into the war, more than ten 
times the number there were prior to the 
outbreak of the European war in 1939, and 
about twenty times the number in exist- 
ence prior to the enactment of the Social 
Security Act less than ten years ago. 


Tax Benefits Granted to 
Qualified Plans 


It would be unrealistic not to recognize 
that the high wartime profits and corpo- 
ration tax rates, accompanied by high indi- 
vidual rates together with wartime wage 
and salary controls, have contributed to 
this enormous growth in the number of 
pension and profit-sharing plans. There is, 
of course, no denying the fact that the tax 
laws intentionally give valuable incentives 
to qualified employee pension and profit- 
sharing plans. The law permits tax deduc- 
tions for all contributions made to qualified 
plans. All contributions with respect to 
current services may be deducted with the 
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sole limitation that they must be in keep- 
ing with the actuarial limitations set forth 
in section 23(p) and with the general test 
of business expenses in section 23(a). Costs 
with respect to benefits for prior services 
may also be deducted in full, but the mini- 
mum period for amortization will be ap- 
proximately ten years. 


Looked at in one way, these contributions 
are similar to other wage and salary pay- 
ments which are deductible for corporate 
tax purposes. But in the usual case, wages 
and salaries enter almost simultaneously 
into the individual income tax base. On 
the contrary, in the case of contributions 
to qualified employee plans, the employer 
corporation obtains this tax recognition 
without the corresponding increase in the 
amounts subject to individual income taxes. 
Thus the Government agrees to postpone 
collection of its share of these payments in 
most cases for many years. Perhaps the 
chief advantage to the corporation in this 
is that it can provide for the retirement of 
its older employees, thereby serving a busi- 
ness interest which would otherwise be 
difficult of solution. 


The Economic Effect of Benefits 


The tax benefits for employee beneficiaries 
of these plans are obvious. Through a pen- 
sion trust or profit-sharing system, com- 
pensation is irrevocably set aside for the 
benefit of employees which for the time 
being escapes the impact of the individual 
income tax. Eventually when the benefits 
are reached by the income tax, they will 
usually be found in much lower brackets. 
In economic effect the employee is receiv- 
ing additional salary without becoming 
subject to higher surtax rates. Later when 
the amounts are taxed, the regular salary 
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Handles Pension Plans 


will usually have been discontinued, and 
the higher bracket’ progression is thereby 
permanently escaped. At the present time 
the hope for future rate reductions also 
lends added attraction. This valuable aver- 
aging device is not yet matched anywhere 
in the tax law for self-employed individuals 
and those not covered by a plan. 


It also must not be overlooked that in the 
case of qualified pension and profit-sharing 
trusts, income derived from investment of 
trust assets also escapes the incidence of the 
Federal income tax. Due to this exemption 
the rate of accumulation of trust funds will 
be substantially increased. This increase 
will be reflected in reduced employer costs 
and increased employee benefits. 


Even in peacetime the benefits of this tax 
nechanism were far from inconsequential. 
During the war when marginal corporate 
taxes have reached 85% per cent and mar- 
ginal individual rates have risen to as high 
as 94 per cent, the normal incentives have 
taken on a tremendously added impetus. 
The propriety of setting up a tax provision 
which makes the Government so large a 
partner in the pursuit of private corporate 
interests and the personal interests of covered 
employees must depend to a great extent 
upon the degree to which the serving of 
these special interests coincides with the 
general national interest. To sum it up, 
the Government permits corporate tax de- 
ductions for compensation which does not 
immediately enter the individual income tax 
base and provides a form of tax-free indi- 
vidual savings, not available to those who 
must depend on their own efforts to pro- 
vide for their needs, particularly their old 
age. The public interest alone justifies this 
sort of favorable treatment. 


Salary Stabilization Exemption 


In addition to the tax benefits enjoyed 
by qualified plans, they obtain further im- 
portant advantages under the wage and 


Pension Plans 


salary stabilization regulations. Contribu- 
tions to pension plans which qualify under 
section 165(a) are automatically exempt 
from wartime wage and salary controls. 
Most new or amended profit-sharing plans 
require approval from the stabilization au- 
thorities, but those which contain certain 
specified limitations on distributions like- 
wise obtain exemption. Thus, participants 
in qualified plans receive doubly favorable 
treatment. Contributions for their benefits 
are not subject to stabilization controls, 
and, moreover, the tax on such compen- 
sation is deferred. 


Requirements of Section 165(a) 


Such favorable treatment granted by the 
public to participants in pension and profit- 
sharing plans can be justified only if the 
benefits reach a broad group of employees 
and are not restricted to certain favored 
groups. The Revenue Act of 1942 set out 
certain requirements which plans must meet 
in order to qualify under section 165(a). 
In addition to re-enacting requirements 
substantially the same as appeared in prior 
revenue laws, the 1942 Revenue Act im- 
posed for the first time the requirements 
that a plan must not be discriminatory in 
favor of employees who are officers, share- 
holders, supervisors, or highly compensated 
with respect to eligibility, contributions, or 
benefits. The plan must cover a specified 
percentage of all the employees, or the 
eligibility classification must be such as is 
found by the Commissioner not to be dis- 
criminatory in favor of employees who are 
officers, shareholders, supervisors, or highly 
compensated. Likewise, the contributions 
or benefits provided under the plan must 
not discriminate in favor of employees in 
such categories. 


The statute, as amended by Public Law 
511 (78th Congress) approved December 
20, 1944, gave taxpayers who put plans into 
effect prior to January 1, 1945, until June 
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30, 1945, to amend such plans to satisfy 
these requirements with respect to discrimi- 
nation. Plans put into effect after Decem- 
ber 31, 1944, may qualify retroactively if 
they meet the requirements with respect 
to discrimination by the time the employer’s 
tax return is normally due for the year in 
which he put the plan into effect. 


While the statute imposes upon the 
Commissioner the duty of enforcing these 
requirements with respect to discrimination, 
it left to regulations and to the Commis- 
sioner’s administrative process the problem 
of determining what is discriminatory. The 
problem is further complicated by the fact 
that while the statute gives no positive defi- 
nition of discrimination, it sets out certain 
classifications which in themselves will not 
be considered discriminatory. For example, 
section 165(a)(5) provides that a plan shall 
not be considered discriminatory merely 
because it excludes employees whose whole 
remuneration constitutes wages considered 
as a basis for Social Security benefits, or 
merely because the contributions or benefits 
on that part of remuneration in excess of 
such wages differ from the contributions 
or benefits on that part of the employee’s 
remuneration which constitutes such wages. 
The Congressional Committee reports on 
this portion of the 1942 Revenue Act dis- 
close that the Commissioner’s discretionary 
powers were intended “to make it possible 
for plans that really supplement the Social 
Security program to qualify.”* The House 
Ways and Means Committee Report speci- 
fied in this connection plans “in good faith 
designed to supplement the benefits under 
the Social Security Act .. .”? 


Integration with Social Security 
Benefits 


Almost half of the pension and annuity 
plans established restrict eligibility to em- 
ployees whose annual compensation is in 
excess of a certain amount, usually $3,000 
a year, or provide a higher rate of benefits 
on that part of the compensation in excess 
of $3,000 a year than on the first $3,000 of 
compensation. While the $3,000 earnings 
classification is explicitly permitted by the 
statute, it is apparent from the Senate 
Committee Report that the reason for per- 
mitting these distinctions rests on the fact 





1Senate Report No. 1631, 77th Congress, 2nd 
Session, p, 137. House of Representatives Re- 
port No. 2333, 77th Congress, 2nd Session, p. 51. 

2 House of Representatives Report No. 2333, 
77th Congress, 2nd Session, p. 104. 
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that Social Security benefits are based upon 
the first $3,000 of compensation. Moreover, 
the propriety of this type of plan must be 
viewed in the light of the general policy 
of the law prohibiting discrimination in 
favor of officers, shareholders, supervisors, 
or highly compensated employees. If a plan 
in which eligibility, contributions, or bene- 
fits favor employees earning above a certain 
amount, such as $3,000 a year, is not to be 
discriminatory in favor of highly compen- 
sated employees, it is clear that the extra 
benefits which they receive under the plan 
must be related to the benefits under Social 
Security. Accordingly, the regulations on 
this subject provide that an earnings classi- 
fication with respect to eligibility or with 
respect to contributions or benefits may be 
deemed discriminatory unless the propor- 
tionate differences in benefits as between 
employees earning in excess of such classi- 
fication and those earning less than such 
amount are approximately offset by the 
benefits provided by the Social Security 
Act. The regulations further provide that 
similar considerations will govern classifi- 
cations under plans supplementing the 
benefits provided by other Federal or State 
laws. Commissioner’s Mimeograph No. 5539, 
released July 8, 1943, sets out specific rules 
for applying this principle in the case of 
plans supplementing the Social Security 
Act; P. S. No. 34 in the Pension Trust Di- 
vision Information Service, released Sep- 
tember 23, 1944, sets out the comparable 
rules for plans supplementing the Railroad 
Retirement Act. 


Profit-Sharing Plans with Earnings 
Classifications 


While the integration rules have fur- 
nished a generally satisfactory basis for 
handling pension and annuity plans con- 
taining an earnings classification, they are 
not’ directly applicable to profit-sharing 
plans containing earnings classifications. It 
seems apparent from the reason given in 
the Congressional Committee Reports that 
in permitting such earnings classifications 
Congress had in mind pension and annuity 
plans which primarily provide for the pay- 
ment of definitely determinable benefits 
after retirement. It is difficult to see a 
relationship between profit-sharing plans 
and Social Security benefits. Yet, the stat- 
ute apparently contemplates that the same 
provisions will apply to profit-sharing plans 
as to pension plans. If, therefore, profit- 
sharing plans which cover only employees 
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earning above a certain amount are not 
to be discriminatory in favor of highly 
compensated employees, certain restrictions 
must be imposed on the benefits which 
highly compensated employees may obtain 
from such plans. 


Accordingly, profit-sharing plans with 
earnings classifications can qualify as non- 
discriminatory only if théy contain re- 
strictions on benefits comparable to those 
required in pension plans with similar classi- 
fications. Because of the greater flexibility 
inherent in methods of contributions to 
profit-sharing plans, it is necessary in these 
cases to impose restrictions upon the amounts 
of employer contributions which. may be 
available to any participant at any time 
prior to retirement, as well as upon the 
benefits available at retirement. An em- 
ployer who, in setting up a profit-sharing 
plan, takes advantage of the provision in 
the law permitting plans with earnings 
classification must sacrifice much of the 
flexibility in methods of contribution which 
are enjoyed in the case of profit-sharing 
plans which automatically avoid discrimi- 
nation by covering low paid employees as 
well as high paid employees on a uniform 
basis. Moreover, the greater liberality in 
deductions which section 23(p) gives to 
profit-sharing plans, as 
plans, may be: sacrificed if the plan is re- 
stricted only to the more highly compen- 
sated employees. These conditions result 
because profit-sharing plans with earnings 
classifications can be justified only by tak- 
ing advantage of provisions of the statute, 
which appear perhaps to have been inadvert- 
ent and which appear to be anomalous. 
Fortunately, only a small minority of profit- 
sharing plans contains earnings classifi- 
cations. It might be noted that these re- 
marks do not necessarily apply where a 
profit-sharing plan is set up for the higher 
paid employees as a legitimate counterpart 
to a pension plan which primarily benefits 
the lower paid employees, provided the 
benefits are commensurate. 


Discrimination Upon Early 
Termination 


The integration rules constitute one of 
the tests of whether the scale of benefits, 
or benefit formula, in a plan is nondis- 
criminatory. If the scale of contemplated 
benefits is nondiscriminatory, the benefits 
actually payable under the plan will like- 
wise not be discriminatory, provided all 
participants receive the contemplated benefits 
or an equal proportion of the contemplated 
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against pension - 


benefits. On the other hand, discrimination 
in benefits actually payable will result if, 
upon termination of the plan, some classes 
of employees receive a greater portion of 
their contemplated benefits than other em- 
ployees do. Under practically all pension 
or annuity plans, the methods of funding 
and the provisions for liquidation upon 
termination are such as to favor the older 
employees. 


High Contributions For 
Old Employees 


Nearly all pension and annuity plans pro- 
vide for retirement benefits for employees 
who are already old at the time of the in- 
ception of the plan. Under usual methods 
of funding, the cost of benefits is generally 
met during the period of service remaining 
until retirement age. This results in annual 
contributions which, in proportion to com- 
pensation, are much higher for older em- 
ployees than for younger employees. This 
is particularly true when, as is usually the 
case, credit is given for service rendered 
prior to the time the plan is established. 
Since the older employees usually have 
longer past service than the younger em- 
ployees, the combination of credits for prior 
service with the factor of nearness to retire- 
ment compounds the disproportion in costs. 
Moreover, since the past service costs for 
the older employees are usually funded in 
the early years after the plan is estab- 
lished, the contributions during the early 
years of the plan are especially high for 
older employees in comparison with the 
contributions for other employees. 

If these high early contributions for the 
older employees are earmarked for their 
specific benefits through purchase of indi- 
vidual contracts or individual designations 
in group contracts, the older employees 
will have a much higher proportion of their 
benefits guaranteed in the early years of 
the plan than will other employees. Similar 
more favorable guarantees in effect result 
in self-insured plans when the older em- 
ployees have priority on the funds in event 
of liquidation. If after a few years the plan 
terminates, or if its provisions are changed, 
or if the employer contributions are dis- 
continued or substantially reduced, it will 
often turn out that the older employees will 
receive a much larger proportion of the 
pensions anticipated by the plan than will 
other employees. 


Since typically the most highly compen- 
sated employees in the plan are older and 
have longer service than the average, this 
situation may result in extreme discrimi- 


921 








nation in favor of the highly compensated 
employees with respect to the benefits actu- 
ally received in event of termination, even 
though the scale of benefits announced in 
a plan is not discriminatory. The possi- 
bilities of discrimination are especially great 
in relatively new plans, but are also serious 
in some older plans where only a small 
proportion of the total Habilities has been 
funded in the past and the highly paid em- 
ployees have first call on the funds because 
they are near retirement age. Even a plan 
initiated in good faith and with best pros- 
pects for permanence might, as a result of 
unforeseen developments, be virtually termi- 
nated within a few years and thereupon 
bring about just as much discrimination as 
it it had been designed only for that pur- 
pose or for tax avoidance. 


Mimeograph No. 5717 


Since a plan may provide for termination 
at will by the employer, and since termi- 
nation may result in the discrimination 
prohibited by the statute, the regulations 
provide that in certain cases some provision 
in the plan will be necessary to preclude 
termination from effecting the prohibited 
discriminations. _Commissioner’s Mimeo- 
graph No. 5717, issued July 13, 1944, sets 
forth restrictions on guarantee of benefits 
for the most highly compensated employees 
during the early years of operation of a 
plan, which will generally be regarded as 
acceptable advance limitations on possible 
discrimination resulting from early termi- 
nation. 


This rule may be regarded as providing 
a minimum assurance against extreme dis- 
crimination upon early termination of new 
plans. However, mere compliance with 
Mimeograph 5717 does not remove all pos- 
sibility of discrimination in event of termi- 
nation of a plan, old or new. It would take 
a far stricter rule to prevent all possibility 
of discrimination, a rule which would 
probably necessitate changes in the usual 
methods of funding and insuring plans. In 
order not to create the disturbance to usual 
funding and insurance methods which would 
be caused by an adequate rule, the Bureau 
adopted the more moderate rules expressed 
in the mimeograph. It should be empha- 
sized, therefore, that compliance with Mimeo- 
graph 5717 cannot be regarded as the only 
test of the bona fide character of a termi- 
nated pension plan. If a plan does termi- 
nate, the question of its qualification for 
the period of its operation must be decided 
upon in the light of the reasons for termi- 
nation and the circumstances existing at the 
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time of termination, including the extent of 
discrimination which actually resulted. 


Stockholder Participation 


One of the major characteristics found 
in about 60 per cent of the plans put into 
effect since the beginning of 1942 is that 
employees who have a major stock interest 
in the corporation participate in the plan 
and receive a substantial share of the bene- 
fits. An analysis in 1944 of a large sample 
of plans involving stockholder participation 
revealed that in about 90 per cent of the 
cases studied the participants owned con- 
trolling interests in the stock of the corpo- 
ration; in over half of the cases they owned 
over 90 per cent of the corporation’s stock. 
In 85 per cent of the cases the major por- 
tion of the stock was held by four or fewer 
employees and in nearly half of the cases 
by only one or two. In about one-fourth 
of these plans, as they were originally sub- 
mitted for approval, over half of the corpo- 
ration’s contributions were to be applied for 
the benefits of the stockholder participants. 
In over 80 per cent of the cases, over 20 
per cent of the corporation’s contributions 
were for the benefits of stockholder partici- 
pants. To complete the picture, it must be 
noted that most of the corporations involved 
were subject to excess profits taxes, or 
would have been but for the deductions 
taken for contributions to the pension or 
profit-sharing plan. 


It is obvious that many of these plans 
were designed merely as devices for distri- 
bution of corporate profits to shareholders 
without subjecting such profits to corpo- 
ration income and excess profits taxes or 
to current individual income tax. It was 
clearly the duty of the Commissioner to 
control this situation. Yet, in most of the 
plans, the contributions or benefits were 
proportionate to the salaries or total com- 
pensation of all participants. It is thus 
difficult to distinguish between a mere tax 
avoidance device and a plan where the share- 
holder employees participate legitimately to 
an extent consistent with their positions as 
employees. Often it is a matter of indi- 
vidual judgment. In order to obtain uni- 
formity in the treatment of such plans, the 
Bureau announced a general rule in I. T. 
3674, released July 11, 1944. It was held 
therein that a plan will not generally be 
considered for the benefit of shareholders 
if the contributions to provide benefits for 
employees each owning more than 10 per 
cent of the voting stock do not in the aggre- 
gate exceed 30 per cent of the contributions 
for all participants under the plan. 
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Since the stockholder issue hardly ever 
arises except in profit-sharing plans or in 
plans funded by individual contracts, the 
application of the 30 per cent rule each year 
presents little difficulty. If in rare instances 
group annuity funding is involved so that 
the contributions in any one year do not 
reflect the true total costs for individuals, 
averaging with contributions of prior years 
may be allowed, as explained in P. S. No. 
41. If the stockholder issue is involved in 
a self-administered plan, individual allo- 
cations of accounts for stockholder partici- 
pants may be necessary. 


Effect of the 30 Per Cent Rule 


While the circumstances of individual 
cases vary, it can hardly be considered that 
the 30 per cent limit on stockholder partici- 
pation is unduly restrictive for the great 
majority of cases. In fact, in some cases it 
is obvious that compliance with the 30 per 
cent rule does not prevent the plan being 
used as a device for distribution of some 
profits, tax free. Therefore, compliance 
with the 30 per cent rule does not insure 
that ipso facto the plan will not be held to 
be for the benefit of shareholders, although 
the rule does serve as a guide which may 
be applied in most cases. 


This so-called 30 per cent rule has met 
with general acceptance as a proper exer- 
cise of the Bureau’s discretionary and rule- 
making powers. Some few criticisms have 
been directed at it, chiefly on the ground 
that a precise formula for determining dis- 
crimination in favor of shareholders is not 
warranted by the statute. My own view is 
that not only is it a proper function of the 
administrator to give certainty and form to 
general rules but also that there is con- 
siderable authority in the decisions to sup- 
port the validity of a reasonable rule giving 
precise application in given circumstances 
to a generally stated principle in the stat- 
ute. The Supreme Court has gone far to 
sustain the Commissioner where, in the 
administrative process a precise rule which 
is demonstrably reasonable has been evolved 
to govern application of a general provision 
of law (Harrison v. Schaffner, 312 U. S. 579; 
Helvering v. Reynolds Tobacco Co., 306 U. S. 
110; Magruder v. Washington, Baltimore & 
Annapolis Realty Corp., 316 U. S. 69; Mer- 
chants National Bank of Boston v. Commis- 
sioner, 320 U. S. 256). Possibly the 30 per 
cent rule should be given the increased 
authority of a regulation. In any event, the 
lack of validity of the rule may not be 
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established simply by pointing to its pre- 
ciseness where the statute is general. 


Definite Formula for Profit- 
Sharing Plans 


A large number of profit-sharing plans 
established in recent years, as’ originally 
submitted, provided for contributions by 
the employer of such portion of the com- 
pany’s net profits as the Board of Directors 
may decide, with an explicit disclaimer of 
any liability to make any contribution what- 
soever in any particular year. Such a plan 
could be set up for the purpose of tax 
avoidance or to circumvent salary stabili- 
zation with no intention to continue contri- 
butions after the company ceased to be 
subject to excess profits taxes. 


Section 165(a) deals with trusts forming 
parts of a plan or plans. The term “plan” 
implies a definite program. A pension plan 
must provide for definitely determinable 
benefits. Similarly, a profit-sharing plan 
must provide a definite formula for em- 
ployer contributions and for a definite for- 
mula for distribution of such contributions 
among participants. This rule with respect 
to profit-sharing plans was enunciated in 
I. T. 3661, released May 25, 1944. 


It is interesting to note that the report of 
the survey by the staff of a subcommittee 
of the Senate Finance Committee which a 
few years ago conducted an investigation 
of profit-sharing systems then existing car- 
ried a recommendation for “contributions 
by employees .. . supplemented by a pre- 
determined share of net earnings to. be 
contributed by the Company.” (Report No. 
610, 76th Congress, Ist Session, p. 127). 


The rule in I. T. 3661 was later supple- 
mented by various PS rulings of an explana- 
tory nature. It was held that it is permissible 
to set aside from profits certain definite 
reserves before applying the definite for- 
mula, and also that the definite formula 
for employer contributions may contain 
variable rates, so long as the factors are 
definitely determinable and not subject to 
discretion. It was further held that where 
the employer’s books are not finally closed 
and profits finally determined before pay- 
ment to the profit-sharing plan must be 
made, it is permissible to apply the for- 
mula to estimated net income determined 
in accordance with established accounting 
principles consistently applied to the data 
available. The requirement in I. T. 3661 is 
thus practicable, and it would seem to be 
only proper to require a definite permanent 
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program as a minimum consideration for 
allowing the tax benefits conferred by the 
statute. 


Published Rulings Not Retroactive 
in Application 


Since the various published rulings on 
pension and profit-sharing plans were is- 
sued over a period of several months, many 
taxpayers who had had plans approved by 
the Bureau became apprehensive lest each 
new ruling to which their plan did not 
conform necessitated immediate amendment 
in order to continue as a qualified plan. In 
response to numerous requests for advice, 
P. S. No. 35 was issued on November 16, 
1944, stating that, unless otherwise speci- 
fied, new rulings have no retroactive effect 
but that with respect to specified important 
rulings, plans previously approved must be 
amended by the end of the taxable year 
following the year in which the ruling was 
issued, retroactive to the beginning of such 
following year. This is true with respect 
to integration, the stockholder rule, and 
definite formula, but the early termination 
provisions need not be inserted unless the 
taxpayer is notified to do so by the Com- 
missioner. 


The major policy questions involved in 
advance rulings on qualification of plans 
under section 165(a) have thus been settled. 
Also, as indicated previously, the tremendous 
task of ruling on qualification of the indi- 
vidual plans has largely been accomplished. 
The sizable backlog which accumulated be- 
cause of the unexpectedly large number of 
new plans submitted has been eliminated, 
and the Bureau is now on substantially a 
current basis in ruling on plans. Approxi- 
mately seven thousand plans have already 
been ruled on. By June 30, 1945, the num- 
ber will approach or exceed eight thousand. 
To emphasize the huge burden which the 
Bureau has assumed, it might be mentioned 
that nearly all plans required some amend- 
ments to the form originally submitted. It 
may also be said that in the great majority 
of cases the taxpayers have shown excel- 
lent cooperation and willingness to make 
amendments to conform to Bureau policy. 


Administration of Section 23(p) 


The annual contributions to plans now in 
existence will well exceed a half billion 
dollars. A large part of this amount is with 
respect to past service costs. Considered in 
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the light of high corporate tax rates, the 
statute allows very generous deductions for 
past service costs, permitting deductions for 
contributions up to 10 per cent of the past 
service cost each year. Thus a major por- 
tion of the prewar service cost of new plans 
may be borne by the Government through 
tax reduction related to current war activity. 


In view of the very generous allowance 
already granted by the statute, it is in- 
cumbent upon the Bureau not to permit 
an even faster rate of deduction for past 
service costs during the war years. It is 
necessary to prevent larger deductions than 
those contemplated by the statute. Such 
deductions might be claimed under funding 
methods which fund the past service costs 
more rapidly than 10 per cent a year during 
the early years of the plan, or through 
adoption of cost assumptions which obvi- 
ously overstate the true costs of the plan. 
In extreme cases, the Bureau must watch 
for and prevent not only too rapid deduc- 
tions during the war years for past service 
costs but also attempts to fund future costs 
of the plan out of high wartime profits. 
The latter type of overfunding may be 
attempted by claiming deductions for con- 
tributions ostensibly made for employees 
now on the payroll but who actually are 
temporary and will never obtain the bene- 
fits of such contributions. These funds will 
reduce the amount the employer has to pay 
for his permanent employees in future years; 
in the most extreme cases they might even 
be so excessive as to permit ultimate re- 
version of funds to the employer. In either 
case such overfunding serves to benefit the 
employer and is not permitted by the stat- 
ute. It will be necessary for the Bureau to 
scrutinize carefully the deductions claimed 
in plans which cover large numbers of short 
service employees. Where overfunding is 
found, deductions will be disallowed or 
postponed so that they may be allocated 
to the future years for which the costs are 
proper. 


These are just a few of the many com- 
plex problems involved in the administra- 
tion of section 23(p). An extensive bulletin 
or mimeograph setting forth methods of 
computing costs which will generally be 
acceptable has been prepared by the Bureau’s 
actuaries. It will furnish taxpayérs and their 
actuarial and pension consultants, as well as 
the Bureau’s own field agents, a guide for 


computing allowable deductions under section 
23(p). 


[The End] 
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| ESCROWS AND HOLDING PERIODS-— Continued from page 877 | 


purposes as though the entire consideration 
had in 1920 been paid in cash.” 


The above decision is subject to consider- 
able criticism and is for many reasons not 
determinative of the point of time when title 
was acquired for the purpose of determin- 
ing the holding period of long-term capital 
gains. It is unusual that an escrow agree- 
ment should be as full and contemplate de- 
livery of not only deed and mortgage but 
also opinion of title and brokerage commis- 
sion, and it is at least arguable that if any 
of these elements are lacking in a contem- 
plated escrow, the Moir decision would not 
apply. 


Also in the Moir case it appears that the 
Court was concerned with accrual of income 
rather than with cash basis income, as is 
usual with capital gains. 


The Moir case is more truly analogous to 
the constructive receipt doctrine, and since 
all of the elements of a concluded transac- 
tion were present, really presents more prop- 
erly a case of constructive receipt than any 
real determination of a date of acquisition. 


Moreover, the Moir case, though not men- 
tioned in it, seems to be directly overruled 
by the very recent case of Howell v. Com., 
(CCA-5) 44-1 ustc 79186, which decision 
was rendered in 1944 and acquiesced in by 
the Commissioner. 


In the Howell case it was held that the 
taxpayer lessee did not acquire the lease 
which was deposited in escrow until the 


escrow was fulfilled and the lease actually 
delivered. 


This was an oil lease, and part of the 
conditions of the escrow was that the lessee 
must actually commence drilling for oil to 
make the lease effective. 


When this was done, the lessee sought to 
reduce his capital gain by contending that he 
acquired his lease from the date of the con- 
tract. In this he was successfully opposed 
by the Commissioner, the Court holding 
that his holding period of the lease did not 


begin until the lease was delivered to the 
lessee. 


It may, of course, be argued that in the 
Howell case the escrow required for its per- 
formance the commencement of drilling op- 
erations; but then every escrow contemplates 
an unperformed act to be performed in the 
future, and the payment of part of the con- 
sideration is certainly an act that is, by most 
contracting parties, considered fairly im- 
portant. 


It appears, then, that careful practitioners 
guided by the principles of the adjudicated 
cases may be in a position to advise their 
clients that the intention of the parties may 
control their agreements for future delivery, 
and there seems to be no real reason why 
under contracts carefully and skillfully drawn 
clients may not avail themselves of the 
optimum advantages obtainable under the 
decisions relating to the holding period for 
long-term capital gains. [The End] 
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A NeW TAX PUBLICATION 


The Tax Law Review, a quarterly publication for the practical use of at- 
torneys, accountants, corporate officers, and specialists in taxation, will be pub- 
lished, beginning in October, by the New York University School of Law. In 
addition to articles by tax experts, each issue will present the views of a social 
scientist in an attempt to bridge the gap between legal and economic thinking 
on tax matters. A faculty editorial board headed by Professor Edmond N. Cahn 
will be assisted by an advisory board including, among others equally dis- 
tinguished, Maurice Austin, Samuel O. Clark, Jr., Walter A. Cooper, J. K. Lasser, 


and Randolph E. Paul. 
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Two Tax Concepts Reexamined— 


TYPICAL CREDITOR reorganization 
{% was involved in Neville Coke & Chemical 
Co. v. Commissioner, 148 F. (2d) 599 (CCA 
3, 1945). The debtor corporation was recap- 
italized, and the creditor, in exchange for its 
notes, issued new debentures and common 
stock, 


Section 112 (b) (3) of the Revenue Act 
of 1936 provided that “No gain or loss shall 
be recognized if stock or securities in a 
corporation party to a reorganization are, 
in pursuance of the plan of reorganization, 
exchanged solely for stock or securities in 
such corporation.” But the court held that 
the gain on the exchange was taxable on the 
ground that the notes which the taxpayer 
gave up were not securities within the mean- 
ing of the statute, citing Pinellas Ice & Cold 
Storage Co. v. Commissioner, 287 U. S. 462 
(1933). It added that neither notes nor any 
other form of debt interest represented a 
“proprietary interest in the enterprise,” rely- 
ing on Le Tulle v. Scofield, 308 U. S. 415 
(1940). 


On these apparently clear foundations, it 
rested its conclusion that the notes given up 
by the taxpayer in the Neville case did not 
fall within the statute. If the premises are 
sound, the conclusion no doubt follows. 
The purpose of this article is to suggest that 
the time has come to reexamine the prem- 
ises. Are notes “securities” within the 
meaning of the statute? Did the Supreme 
Court really decide that question definitely 
in the Pinellas case? What is the function 
and scope of the “continuity of interest” 
requirement? Did Le Tulle v. Scofield de- 
cide that that test can never be met by a 
debt interest on either side of the exchange? 


“Securities” 
And “Continuity of Interest”’ 


By ERWIN N. GRISWOLD 


Professor of Law, Harvard Law School 






Digested from the Harvarp Law Review, May, 1945 


The Pinellas Case 


In the Pinellas case, an ice company trans- 
ferred its assets to the Citizens Company and 
received in exchange $400,000 in cash, and 
$1,000,000 in three notes, payable monthly 
over a period of three and one-half months. 
The cash was used to discharge debts and 
obligations of the Pinellas company. The 
notes were held until they were paid off, 
when the proceeds were distributed to the 
Pinellas stockholders. 


The question for decision was whether 
the Pinellas company was taxable on the 
gain realized on the transaction. This ques- 
tion could be approached in either of two 
ways: (1) Was the transaction a “reor- 
ganization”? Or (2) Were the notes re- 
ceived “securities”? 

What the Pinellas company had done was 
essentially to make a sale of its properties; 
the transaction was not a reorganization. 


Therefore, the Court held that the trans- 
action was taxable. 


The Court also held that the notes were 
not securities within the meaning of the 
Revenue Act of 1926, an opinion that in 
retrospect was both unnecessary and un- 
fortunate. The Pinellas case is justly famed 
as the first clear pronouncement by the 
Supreme Court of the “continuity of inter- 


est” test. That was all that needed to be 
decided. 


Bonds as “Securities” 


In Le Tulle v. Scofield, the Supreme Court 
held that an exchange of stock in corpora- 
tion X for cash and serial bonds in corpora- 
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tion Y resulted in a taxable gain. In the 
light of that case, it becomes clear that it 
makes no difference whether notes are “se- 
curities” or not when dealing with the prop- 
erty which is received on an exchange in 
connection with a reorganization. In either 
event, a debt interest, no matter what its 
term, is not sufficient to meet the continuity 
of interest requirement. 


But the question what sort of interest are 
“securities” continues to be of great im- 
portance, for the phrase “stock or securi- 
ties” still remains in many sections of the 
Revenue Act. It is unfortunate that it be 
given unwarranted meaning simply because 
the Pinellas case needlessly said that notes 
were not “securities.” 


Creditors’ Reorganization in 
Bankruptcy 


The difficulty becomes apparent in a situ- 
ation where the note or creditor’s interest 
is on the transferor’s side, that is, where the 
note is included in the property given up on 
the exchange. This is the creditor’s prob- 
lem in any reorganization. Although this is 
‘ the type of situation where the reorganiza- 
tion provisions of the tax statute are most 
clearly justified and needed, the obstacles 


confronting such an adjustment have been 
numerous. 


The Government’s arguments in opposing 
the existence of a tax free reorganization in 
these cases are logically simple. They run 
like this: It has been established in the 
Pinellas case that notes are not securities, 
and in the Le Tulle case that bonds do not 
represent a proprietary interest in an enter- 
prise. It is true that in both of these cases 
the notes or bonds were on the receiving 
side, that is, they were among the property 
received by the taxpayer on the exchange. 
But (1) if notes are not securities when re- 
ceived, they cannot be securities when given 
up on the exchange. And (2) if bonds do 
not represent a proprietary interest when 
received, they cannot represent a proprie- 
tary interest when given up. Therefore, 
there cannot be a tax free exchange of a 
creditor’s interest in connection with a re- 
organization. If the creditor holds a note 
or book account, it is not a “security”; and 
no matter how a creditor’s interest is de- 
nominated, the requisite continuity of inter- 
est cannot be present. 


The second of these arguments has been 
partially demolished by the Supreme Court, 
in Helvering v. Alabama Asphaltic Limestone 
Co., 315 U. S. 179 (1942), a case that has 
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presented subsequent difficulties, particu- 
larly on the question whether the com- 
mencement of bankruptcy was itself a taxable 
event. It is suggested, however, that all of 
these difficulties will disappear if the con- 
tinuity of interest requirement in connection 
with bondholders’ and creditors’ reorgani- 
zations is subjected to acareful reexamination. 


“Continuity of Interest” 


The basic difficulty arises, it may be 
thought, because of the apparently logical 
proposition that since bonds (or other debt 
interest) cannot meet the continuity of in- 
terest requirement when received on the 
exchange, they cannot meet that require- 
ment when given up on the exchange. 


It is herein argued, however, that the 
continuity of interest requirement should be 
concerned solely with what is received on 
the exchange, and not at all with what is 
given up. On this basis, it would follow that 
all creditors’ reorganizations meet the con- 
tinuity of interest test when the creditors 
end up as stockholders, regardless of whether 
the creditors were note holders or bond- 
holders, or creditors on open account, and 
regardless of whether bankruptcy or receiv- 


ership proceedings have actually been 
commenced. 


As a merely factual matter, why should 
there be any question about this? When 
creditors take stock in the new corporation 
the continuity of their interest is unabated. 
Indeed, the fact of the continuity is accen- 


tuated by the very change from debt to 
stock. 


Recapitalizations ~ 


This conclusion has in effect been reached 
in cases involving recapitalizations, as dis- 
tinguished from transfers to a new corpo- 
ration, where the property given*up on the 
exchange is bonds. In these cases the con- 


tinuity of interest requirement has been 
minimized. 


Probably the most striking case is Com- 
missioner v. Neustadt’s Trust, 131 F. (2d) 
528 (CCA-2, 1942), where there was an ex- 
change of twenty-year debentures for new 
ten-year convertible debentures in the same 
company. The court held that this was a 
tax free recapitalization, although it did not 
affect the capital stock of the company. 
This would seem to be a sound result. 


“Nevertheless, there is difficulty, even in 
the recapitalization cases, when a note is 
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introduced into the picture. Wesley V. E. 
Terhune, 40 B. T. A. 750 (1939), held, under 
influence of the Pinellas doctrine that a note 
is not a “security,” that the recapitalization 
of a corporation is not tax free. That is 
really a curious and incongruous situation. 


“Securities” 


In many situations it is not enough to 
know that the transaction qualifies as a re- 
organization. There will necessarily be 
some sort of exchange on the transaction, 
and gain or loss will be recognized unless 
the exchange involves “stock or securities.” 
Under Section 112(b)(3), involving the se- 
curity holder, gain or loss will be recognized 
unless he both gives up and receives “stock 
or securities” on the exchange. In the case 
of a corporation which is a party to a reor- 
ganization, and which transfers its property 
under the plan of reorganization, gain or 
loss will be recognized under Section 112 
(b) (4) and Section 112(b)(10) unless it re- 
ceives “stock or securities” on the exchange. 


To date, little or any difficulty has devel- 
oped in connection with the meaning of the 
word “stock.” The word “securities” has, 
however, received a restricted meaning, the 
sole basis for which is apparently the deci- 
sion in the Pinellas case. Since the phrase 
is “stock or securities,” it seems fairly clear 
that “securities” must include something 
besides “stock.” This was recognized in 
the Watts case where bonds received on an 
exchange together with stock were held to 
be “securities,” so that no gain was recog- 
nized. Because the transaction involved the 
receipt of stock as well as of bonds, the con- 
tinuity of interest requirement was regarded 
as satisfied, although it is by no means clear 
how much stock or what proportion of stock 
must be received to meet that test. When 
the Le Tulle case came before the Court, 
the Watts case made it impossible to hold 
that bonds were not securities, and thus the 
decision that the Le Tulle transaction was 
not a reorganization was put solely on the 
continuity of interest ground. 


The net result of these cases is that it has 
been established that bonds are “securities,” 
while the Pinellas case is regarded as hold- 
ing that notes are not “securities.” No one 
knows just where the line between bonds 
and notes is to be drawn. Apparently the 
matter turns a good deal on the terminology 
which the parties apply to the particular 
instrument. (Of course, if it is desired to 
make the transaction tax free, the parties 
call the instrument received a bond, and 
make it look like a bond. In Mary N. Cro- 
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foot, 45 Prentice-Hall TC Mem. Serv. 
{ 45,036 (Jan. 25, 1945), the property received 
was twenty-year registered 5% bonds. 
These were held to be “securities” even 
though the obligor could call them for pay- 
ment within two years after issue.) Re- 
membering that we are not now talking 
about the continuity of interest requirement, 
but solely about the question of the mean- 
ing of “securities,” no reason is perceived 
why the term of the instrument, or its in- 
terest rate, or its status as a lien on the 
property, or its name, or the elaborateness 
of its engraving, should have any bearing 
on the question whether it is a “security.” 


A Note Is Not Money 


It is suggested that any debt obligation of 
any sort in a corporation a party to a re- 
organization should be treated as a “se- 
curity” for the purposes of these sections of 
the tax statute. (See, McLaren, Do “Securi- 
ties” Include Notes under Section 203? (1928) 
6 Nat. Income Tax Mag. 135. Cf. I. T. 2392, 
VI-2 Cum. Bull., 17 (1927), where warrants 
to buy notes in a corporation were held to 
be “securities” when received on an ex- 
change; G. C. M. 2000, VI-2 Cum. Bull., 
248 (1927), where mortgage notes were held 
to be securities under the Federal Farm 
Loan Act.) After all, a note is not money. 
It is at best an investment, a promise for the 
payment of money, a claim against an enter- 
prise. If it be said that many notes are 
readily marketable, and that money can be 
quickly realized upon them, there are at least 
two ready answers. (1) The same is often 
true of stock received on a reorganization 
exchange, but it is clear that the mere receipt 
of stock, no matter how marketable or how 
readily convertible into cash, does not make 
a transaction taxable. (2) If the obligation 
received is in fact turned into cash, by being 
sold or otherwise, then there will, of course, 
be a recognizable gain or loss on that event. 
But that is no reason for saying that a gain 
or loss must be recognized on the receipt 
of the obligation, while it is still held, while 
the holder still retains his stake in the 
enterprise. 


It is true that the Pinellas opinion gave as 
one of the grounds for decision that the notes 
involved there were not “securities.” It has 
already been argued that, with the benefit 
of some twelve years of hindsight on the 
problem, we may now properly conclude 
that the reason which the Court was striving 
to formulate was not that the notes were not 
“securities,” but that they were not such 
“securities” as to fulfill the continuity of 
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interest requirement. The question was not 
extensively considered in the Pinellas case. 
The only reference to “securities” is in a 
single sentence in the opinion. It would 
seem that the time is now ripe for a re- 
appraisal of the whole problem. 


In the cases which have arisen on this 
point, this aspect of the Pinellas decision has 
been quite automatically applied. Indeed, 
the cases in this field seem to be rather re- 
markable for their mechanical approach to 
the problem without any careful considera- 
tion of the structure and the objective of the 
statute. Nor has this aspect of the Pinellas 
case received careful consideration by any of 
the several authors who have written in this 
field. When notes are received on the ex- 
change it ordinarily makes little difference 
whether they are regarded as “securities” or 
not, as the transaction will not meet the 
continuity of interest test. But from the 
premise that notes received are not “securi- 
ties,” based on the Pinellas case, it has been 
determined with rigid logic that notes are 
not securities when they are given up on the 
exchange, with the unwarranted and unde- 
sirable result that there is apparently no pos- 
sible way that a_noteholderor book 
creditor of a corporation can enter into an 
exchange which will be tax free, no matter 
what sort of interest he receives on the ex- 
change. This structure may well be sound 
if the premise on which it stands—that notes 
are not “securities’”—is sound. But it would 
wholly collapse if it should now be perceived 
that the Pinellas case did not need to decide 
that notes were not securities, and should 
not now be regarded as having decided any- 
thing except the relationship of notes received 
to the continuity of interest requirement. 


The Burnham Case 


In one of the earliest cases in which a 
note was involved on the transferor’s side, 
that is, where a note was given up on the 
exchange, the distinction was clearly seen. 
In Burnham v. Commissioner, stockholders 
in a corporation also held its note. They 
exchanged the note for new stock and en- 
deavored to deduct a loss. The court held 
that no loss was deductible because this was 
an exchange of securities in connection with 
a recapitalization. Of course, this was be- 
fore the Le Tulle case was decided, but the 
Le Tulle case has no bearing on the “securi- 
ties” question. In reaching its result, the 
court distinguished the Pinellas and Cortland 
decisions. It said: “It is obvious that both 
courts based their decisions not so much on 
the ground that the short-term purchase 
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money notes were not securities as that the 
transactions involved were not reorganiza- 
tions.” And it added: “Here, we unques- 
tionably have an interest of the petitioner in 
the corporation prior to its recapitalization 
as evidenced by its long-term notes; upon 
the recapitalization we see that interest ex- 
changed for shares of stock. But the same 
party holds the interest, although it is car- 
ried over to the recapitalized corporation in 
changed form.” This case has been distin- 
guished on the ground of the length of the 
term of the notes. But why should that 
make any difference? We are dealing with 
the transferor’s side of the exchange, that 
is, with the property given up in connection 
with the reorganization. A demand note 
may be just as sick as a long-term, beau- 
tifully engraved gold bond. A demand note 
may in fact represent a very long and deep 
“continuity” of interest in the enterprise. In 
such a case, both notes and bonds, as well 
as stock, are equally in need, and equally 
deserving, of the facilities of the reorganiza- 
tion provisions of the statute. 


Sisto Financial Corp. Case 


After the Burnham decision, the courts 
have consistently gone the other way. In 


Commissioner v. Sisto Financial Corp., the 


taxpayer owned notes in the X corporation. 
X transferred all of its assets to Y in ex- 
change for Y’s stock, and the stock was de- 
livered to the taxpayer in exchange for his 
notes in X. In a later year, the taxpayer 
sold his Y stock, and the question was his 
basis for computing gain on that sale. He 
contended that his basis for the notes carried 
over, and became the basis for the Y stock. 
But the Commissioner contended that the 
exchange was not tax free, and that the basis 
of the Y stock was its much lower market 
value of the time it was received. (This 
illustrates the point that the Commissioner 
wins both ways in many of these cases. If 
there is an apparent gain on the exchange, 
he contends that the gain must be recog- 
nized and taxed. If there is a loss, the Com- 
missioner presently contends that § 112(b) (3) 
is not applicable. Although the loss is 
“recognized,” ordinarily a very small portion 
of it is deductible, because of the severe re- 
strictions on the deductibility of capital 
losses. But since the loss was “recognized,” 
the property received on the exchange takes 
the low basis determined by its fair market 
value, and the Commissioner claims an in- 
creased (and wholly artificial) gain on the 
subsequent sale of the stock.) The Com- 
missioner prevailed. The court cited the 
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Pinellas case and concluded: “A fortiori, 
the demand notes were not securities.” It 
gave no heed to the fact that the notes in- 
volved in the Pinellas case were received on 
the exchange, while in the case before the 
court the notes were on the transferor’s side. 
It did not reexamine the Pinellas case to 
determine whether the opinion there should 
really be regarded as determining that a note 
is never a security for the purpose of these 
statutory provisions. 


Neville Cake and Chemical Co. 


The most recent expression of this point 
of view is found in Neville Coke and Chemical 
Co. v. Commissioner, with which this discus- 
sion commenced. This case, too, involved 
a creditor which only sought to take the 
steps necessary to put its enterprise in order. 
Again the Pinellas case and its progeny were 
rigidly applied, though the note here was 
on the transferor’s side of the exchange. 
Again, there was no consideration of the 
basic question whether this sort of an ex- 
change is not precisely within the essential 
purpose of the reorganization provisions, 
and whether that purpose cannot be achieved 
by a re-appraisal of the “securities” portion 
of the Pinellas decision. 


Following the lead of the appellate courts, 
the Tax Court has reached the same result. 
(Bunker Hill & Sullivon Mining Co., 1 T. C. 
1057 (1943) (here the taxpayer sought and 
obtained a deduction for a loss on the ex- 
change); F. T. Bedford, 2 T. C. 1189 (1943), 
supplemental opinion, 44 Prentice-Hall TC 
Mem. Serv. § 44,123 (Apr. 17, 1944); Globe- 
News Publishing Co., 3 T. C. 1199 (1944); 
Pacific Public Service Co., 4 T. C. No. 87 
(Feb. 8th, 1945).) In all of these cases, the 
result has been reached on what may be re- 
garded as largely mechanical grounds. The 
Pinellas case is cited, and usually the Sisto 
decision of the Second Circuit Court of Ap- 
peals. With it thus established that notes are 
not securities, the result follows automatically. 


The nature of the results reached in these 
cases is shown by the decision in F. T. Bed- 
ford. In that case, the taxpayer owned 
preferred stock in corporation X, which was 
guaranteed by corporation Y. Both X and 
Y were reorganized under Section 77B~ of 
the Bankruptcy Act, and the taxpayer re- 
ceived new preferred stock in each of the 
reorganized companies. The Tax Court held 
that the receipt of the Y stock was taxable, 
for the reason that the taxpayer had only 


a creditor’s claim against Y, and that was 
not a “security” within the meaning of the 
statute. If we cannot look behind the 
Pinellas case, this result follows readily 
enough. But if we can recognize that no 
such question was necessarily decided in the 
Pinellas case, and that situations of this sort 
fall fully within the objectives of the reor- 
ganization provisions of the statute, then we 
can recognize that we have long been 
blinded by a too narrow construction of the 
word “security,” and we can extend the ap- 
plication of the statute to the very sort 
of situation to which it most clearly should 
apply. Is. there any reason why a creditor 
of an embarrassed corporation, no matter 
how unsecured his claim may be, and no mat- 
ter what its term, should not be able to 
participate in working his claim out by ex- 
changing it for stock? Is there any reason 
why it should make any difference at all in 
such a situation what the term of his claim 
is? Should he be able to get a deduction for 
a loss (if he can use it) merely by converting 
the form of his claim from debt to stock? 
When a corporation is wholly solvent, a per- 
son having a demand note can get his money 
promptly. But when the corporation is em- 
barrassed, the holder of a demand note or 
a book account may be just as inextricably 
tied up with the situation as if he had a 
twenty-year non-redeemable bond. 


Conclusion 


These are intricate problems. They must 
be considered patiently, and step by step. 
But the situations in which the statute has 
been denied application are highly real ones. 
The argument of this article is that the stat- 
ute has been denied effect in a situation 
to which it clearly should apply because of 
a combination of (1) an original confusion 
in the Pinellas case between the continuity 
of interest test and the definition of the word 
“security,” and (2) a literal and uncritical 
application of the construction of that word 
resulting from the confusion. If there is any 
merit in these contentions, it is not yet too 
late to recognize that the lowly creditors of 
a corporation have an interest fully within 
the purpose of the reorganization provisions 
of the statute. Bondholders have such an 
interest. Stockholders have such an inter- 
est. Is there any reason at all why note- 
holders and other creditors, lying in between, 
should not have exactly the same status? 


[The End] 
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The Congress: Having been called back 
to work on September 5 to consider, among 
other things, a tax law that would reduce the 
burden for the year 1946, Congress found 
its members sharply divided as to how to 
go about it. “Cut all 1946 tax liabilities 
20%,” suggests Representative Knutson. “I 
want to give as much relief as possible under 
sound economic considerations,’ counters 
Mr. Doughton, Chairman of the Ways and 
Means Committee. The Senators, not to be 
outdone by members of the lower house, 
also promised some measure of tax relief 
for the individual in 1946, “an average cut 
of 15 to 18%.” 


Casting a slight shadow over these sunny 
promises is the President’s admonition, “we 
must reconcile ourselves to the fact that 
room for tax reduction at this time is limited.” 


Some pessimists point out that if Con- 
gress must enact a 1946 tax law now, this 
must be done before November 1, or else 
the Bureau of Internal Revenue will not 
have sufficient time to print and distribute 
tax forms for 1946. 


The percentage tax cut on the 1946 liabili- 
ties seems doomed from inception because 
the percentage reduction favors the man 
with the greater income. The plan to effect 
a reduction by increasing the personal ex- 
emption likewise meets with opposition be- 
cause this would release from any liability 
whatsoever about ten million taxpayers in 
the lower brackets. This is also the objec- 
tion to the plan to repeal the normal tax. 
Whether business and the individual will 
get a tax reduction as a Christmas present 
from Congress will depend on the tax stud- 
ies that are expected to be undertaken by 
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the appropriate committees in the next few 
weeks. 


Probably the soundest tax proposal yet 
is that presented in the new book A Tax 
Program for a Solvent America (The Ronald 
Press, $3.), authored by some of the best 
known taxmen in the country, Fred R. Fair- 
child, Rowland Hughes, Victor H. Stempf, 
Roswell Magill’ and Harley Lutz. This 
group, as “The Committee on Postwar Tax 
Policy” with Roswell Magill as Chairman, 
has been studying tax proposals since the 
spring of 1944 with the goal of amelioration 
of the tax system by sound, workabie pro- 
posals stemming not from problematical 
premises such as the national income—“the 
concept of the national income is a com- 
paratively new addition to the list of statistical 
tools and concepts. It is not well under- 
stood by many, and there is often a dis- 
position to impute to it a significance greater 
than is justified. One reason that it cannot 
be taken too seriously under all circumstances 
is that it can be made to rise or fall by 
changes in the price level.”—but growing 
out of the needs of our postwar economy, 
solvency, high level of employment and the 
preservation of private enterprise—“the 
purpose of reducing inequalities of wealth 


_and income through taxation is a contradic- 


tion of the principle of reward in relation to 
the effort that inevitably emerges when the 


profit motive is a dominant incentive to 
endeavor.” ‘ 


The plan proposes the repeal of the excess 
profits tax, to be effective not at some future 
date, but as of the cessation of hostilities 
between the United States and her enemies. 
A reduction in the corporation tax rates 
should’ proceed, after the repeal of the ex- 
cess profits tax, on an orderly three-year 
reduction basis, contemplating the retention 
of rates approximating 40% for the first year 
and a possible 33144% for the second; then 
by the third year the economy should be 
sufficiently launched into the postwar civilian 
production to take a look around and set a 
rate that will stand for some years—a rate 
somewhere in the neighborhood of 20%. The 
oft-repeated proposal that the capital stock 
tax and its companionate nuisance the de- 
clared value excess profits tax must go is 
also advocated. 


As indicated by the title of the book, “A 
Tax Program for a Solvent America,” the 
underlying theme of the tax proposals is a 
balanced budget—“Our position, is, in gen- 
eral, that current revenues should be suff- 
cient to cover expenses. In other words, we 
advocate a policy of balancing the budget. 
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We are fully aware that 
in making this recom- 
mendation that we are 
proposing a result for 
the achievement of 
which only imperfect 
machinery exists. Nev- 
ertheless, we are con- 
vinced that the condition 
to be aimed at as the 
normal one is the an- 
nually balanced budget.” 


Congress cannot say 
that tax revision suffers 
from a dearth of sug- 
gestions, or that the 
suggestions lack prac- 
ticality, or that they 
are difficult of opera- 
tion, for the last year 
has seen a parade of 
tax plans born, begin- 
ning with the Twin 
Cities Plan and _fol- 
lowed by the Ruml- 
Sonne plan and a host 
of lesser publicized ones. 
The enthusiastic en- 
dorsement of the Ma- 
gill-Lutz plan by the 
press and students of 
tax policy marks their 
suggestions as eminently 
practical at this time. 
As for individuals, it is 
recommended that the 
estate tax be handed 
back to the states and 
that the Federal gov- 
ernment stay out of 
their field. Other rec- 
ommendations include 
the repeal of the nor- 
mal tax, which at pres- 


Budgeted Expenditures (in millions of dollars) 


1944* 19457 1946? 
War Activities $87,038 $88,000 $69,400 


Interest on the Public 
2,608 3,750 4,500 


266 2,171 2,724 
725 1,263 2,611 
Aids to Agriculture... 753 465 409 
Social Security 511 485 497 
Work Relief .. 23 17 13 
Retirement Funds .... 440 
Aids to Youth ........ 


General Works Pro- 
ee ers ee 


Legislative Branch ... 
The Judiciary ........ 


Executive Office of the 
President 


Civil Departments and 
Agencies 959 1,149 1,089 


1 Actual expenditures 
2? Estimated expenditures 


ent is 3%, and the substitution of a graduated in cutting the tax rates as quickly and as 
schedule of rates applying to taxable net much as possible. And like good business- 
income, in part in the following form: men, they will take out the budget and run 

Taxable income brackets their pencils down the column of expendi- 


$ 0O— 2,000 
2— 4,000 
4— 6,000 
6— 8,000 

* * 
10— 12,000 
20— 25,000 

* * 


100— 200,000 
over 1,000,000 


* 


a 


20% tures looking for the most appropriate places 
22% for the cuts. The figures they will have be- 
24% fore them will be something like those on 
27% the chart shown on this page. These figures 

for the year 1944 are actual expenditures for 
33% that year of the respective departments of 
42% the government, while the 1945 and 1946 

figures are estimates—estimates that were 
54% made up months ago on the basis that the 
72% war would go on indefinitely. The atomic 


The President: “Where can we cut ex- bomb was the starting gun of a program of 
penses?” businessmen and congressmen will war contract rescissions and governmental 
be asking now that they are both interested retrenchment, but the figures in the budget 
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cannot be cut back to their pre-Pearl Harbor 
levels. 


The President in a recent letter to Con- 
gress announced proposals for rescission 
amounting to over $2 billion. The rescis- 
sions recommended for lend-lease amount 
to $1,730,000,000 in appropriations and 
$600,000,000 in contract authorizations. Rescis- 
sions recommended for ship construction 
under the U. S. Maritime Commission 
amount to $496,500,000 in appropriations and 
$190,000,000 in contract authorizations. Other 
major rescissions include: $54,000,000 from 
the Office of Scientific Research and Develop- 
ment appropriation; $21,935,000 from the 
O. P. A. appropriation; $9,500,000 from the 
Office of Strategic Services appropriation; 
$8,683,200 from the W. P. B. appropriations; 
$8,200,000 from the Office of Censorship 
appropriation; $3,437,000 from the Foreign 
Economic Administration appropriation; and 
$3,075,000 from the appropriation alloted the 
Office of Defense Transportation. 


The Secretary of the Treasury: We must 
have “a complete modernization of tax laws 
to help achieve stable high levels of employ- 
ment and, production”, Secretary Vinson 
lectured the Senate Committee on Bank- 
ing and Currency in support of the full 


employment bill. We must have “a fiscal 
policy aimed at maintaining the economy 
at or near full employment and coordinating 
all government programs that have either 
an inflationary or deflationary effect.” Much 


opposition is developing in Congress to the 
program. 
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The Supreme Court: Imagine a solar sys- 
tem with 48 equal celestial bodies and two 
larger stars, the Executive Department star 
and the Legislative Department star. Each 
body has its own orbit within the system but 
the system needs a cohesive element of the 
power of gravity to hold it together and 
prevent its own destruction by an unre- 
strained body. This cohesive, or common 
attraction, element is what Hamilton referred 
to when he argued that the Supreme Court 
would not be superior to the President, nor 
superior to the Congress, but a governmental 
body whose function it would be to ascertain 
the will of the people in the acts of Congress 
and other departments of the triumvirate 
form of government which we have. 


The Supreme Court convenes in the first 
week of October with a new member, Harold 
H. Burton, just recently appointed by Presi- 
dent Truman to fill the vacancy created by 
the retirement of Justice Roberts. This new 
appointment keeps the number of members 
at nine. This has not always been the case. 
The first Court in 1789 had six members; in 
1801 the number was reduced to five, and 


. in 1807 increased to seven, then to nine in 


1837. During the Civil War, in 1863, an- 
other member was added, but three years 
later the number of justices was again de- 
creased, this time to seven. During a reor- 
ganization of the judicial system in 1869 
the number of justices was made nine, which 
it is and has been to this time, although the 
late President Roosevelt attempted to in- 
crease it during his second term. 
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Justice Hughes pointed out at that time 
that to increase the number of the justices 
would in no way accelerate the work of the 
court, which he maintained was not behind 
in its calendar, but would mean that the 
length of the discussions on the cases would 
be increased. The cases are decided in con- 
ference with the Chief Justice casting the 
deciding vote. 

At the last term, there were 89 federal 
tax cases (excepting estate tax) presented 
in which there were 17 written opinions. 
There were 154 opinions written in all. In 
the majority of tax cases affecting state taxa- 
tion, not included in the above count, the 
Court gave the green light to the states, as 
in the Lincoln National Life Insurance Com- 
pany case and the Charleston Federal Savings 
and Loan Ass’n. A case of promise at the 
beginning of the term, Spector Motor Service, 
involving liability for a franchise tax meas- 
ured by net income in the case of a foreign 
corporation engaged solely in interstate 
commerce was not decided. The state court 
must first decide whether the tax applies to 
interstate commerce. 


The federal income tax cases before the 
new term are as follows: 
Argo v. Com. 
Aviation Capital, Inc. v. Pedrick. 
Baker v. Com. 
Boehm v. Com. 
Burton-Sutton Oil Co., Inc. v. Com. 
Cherry Cotton Mills, Inc. v. U. S. 
Cranston v. Com. 
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Crawfor v. Com. 
Doll v. Com. 
Edison v. Com. 
Fletcher v. Clark 
Flowers v. Com. 


Flushingside Realty & Construction Co. v. 
Com. ? 


Glass City Bank of Jeanette, Pa. v. U. S. 
Gregory v. U. S. 

Hall Co. v. U.S. 

Hamberger et al. v. Com. 

Hercules Gasoline Co. Inc., v. Com. 
Insular Sugar Refining Corp. v. Com. 
Johnson et al. v. U.S. 

Kelley Co. v. Com. 

Kirby Petroleum Co. v. Com. 

Lake, Inc., v. Com. 

London Weatherproofs Inc. v. U. S. 
Longhorn Portland Cement Co. et al 
Lusthaus v. Com. 

Mack v. Com. 

Neville Coke & Chemical Co. v. Com. 
Noro et al. v. U. S. 

Southeastern Bldg. Corp. v. Com. 
State of New York et al. v. U.S. 
Stockstrom v. Com. 

Talbot Mills v. Com. 

Tower v. Com. 

Twinboro Corp. v. Com. 

Wilcox et al. v. Com. 

Winter Realty & Construction Co. v. Com. 
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The Shoptalkers: “Airline taxation was 
the note we finished on last month,” ob- 
served Oldtimer, “and it is a topic on which 
I’ll do a lot of listening. I know next to 
nothing about it, but it seems to have a lot 
of intriguing angles. Anyone here qualified 
to speak on it?” 


“In a very general way, yes,” admitted 
the Kid. “I had to read up on it recently 
in connection with some problems of a new 
client. Yes, there’s no question but that the 
topic has its peculiarities, and it is by no 
means settled as yet. Airline taxation is in 
its infancy, so to speak. vs 


“There was some incidental mention of it 
in the July issue of Taixes,’ Philo pointed 
out, “in a digest of an article by John Ambler 
of the Washington Bar.” 


“That’s what gave me the blooded tooth,” 
confessed the Kid. “I got hold of the Janu- 
ary, 1945, issue of the Washington Law Re- 
view to peruse Ambler’s unabridged story. 
From there it was but a short jump to the 
Northwest Airlines case at Paragraph 29-015 
in the CCH Minnesota state reporter... .” 


“Relating to what issue?” asked Oldtimer 


“Well, here’s the headnote of the case,” 


said the Kid: 


“*The personal property tax levied by the 
state of Minnesota on the entire fleet of 
airplanes of a domestic corporation engaged 
in the business of a commercial airline, car- 
rying persons, property and mail on regular 
fixed routes through Minnesota and various 
other states, does not offend the commerce 
clause or the due process clause of the four- 
teenth amendment of the Federal Constitu- 
tion. On the basis of rights which only 
Minnesota originated and Minnesota contin- 
ues to safeguard, she alone can tax person- 
alty which is permanently attributable to 
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Minnesota and to no other state, and the 
fact that taxpayer paid personal property 
taxes on “some proportion of its full value” 
of its airplane fleet in some other states, 
does not abridge the power of taxation of 
Minnesota as the home state of the fleet.’” 

“That’s a Supreme Court case, I take it?” 
ventured Oldtimer. 

“Right,” confirmed the Kid. “Handed 
down May 15, 1944, majority opinion by Mr. 
Justice Frankfurter. It’s unquestionably the 
leading case on interstate taxation of air- 
lines, although it doesn’t seem to settle very 
much. Plenty remains to be said and done 
on this subject. . 


“Hasn’t Congress been giving it consider- 
ation?” asked Philo. “It seems to me that I 
have read about it somewhere.” 


“Oh yes, there’s House Document No. 141 
entitled ‘Multiple Taxation of Air Com- 
merce’,” replied the Kid. “In it the Civil 
Aeronautics Board makes certain recom- 
mendations which I believe are now before 
the CAB for consideration. That document 
is excellent reading for the student of this 
topic. Like much other good material, it 


can be had from the Government Printing 
Office.” 


“Let’s get back to the Northwest Airlines 


case,” suggested Oldtimer. ‘How is the 
rationale of the opinion?” 


“With all due respect to Mr. Justice 
Frankfurter, it is none too brilliant,” an- 
swered the Kid. “He finds the case ruled 
by N. Y. Central R. R. v. Miller, apparently 
decided earlier by another Harvard man. 
The doctrine of Union Transit Co. v. Ken- 
tucky is said not to apply, although that 
observation is not too convincing.” 


“Is my memory correct,” asked Philo, 
“that there was a case of Pullman Co. v. 


[Continued an page 949] 
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Gurren Books 


in the Field of Taxation 


The Mystery of the Shifting Tax 


The Incidence of Excess Profits Taxation 
by Marion Hamilton Gillim. Columbia Uni- 
versity Press, New York, 1945. Price $2.75. 
RUML-ITE: 
tax!” 


“Down with the excess profits 


ANTIRUML-ITE: “The excess profits tax 


must stay!” 

Bic BUSINESSMAN: “You're taxing business 
to death!” 

LITTLE BUSINESSMAN: 
got to pay big taxes!” 


“Big business has 


First Economist: “A tax on profits can 
never be shifted—it is the producer who 
bears the burden, both immediately and 
ultimately.” 


SECOND Economist: “A tax on profits means, 
directly or indirectly, a rise in prices—in 
the long run the consumer bears the bur- 
den of the tax.” 


In this babel of views the mystery of 
the excess profits tax is, perhaps, unduly 
dramatized. Yet the mystery is real, and 
since about one-fifth of the federal receipts 
can be attributed to the tax, economic 
sleuths are currently in great demand. 
Even barring the possibility of a complete 
clarification, any light they can cast on the 
problem will make it so much the easier 
for legislator and layman to see their way 
to a more equitable tax system. The ques- 
tions economists must answer are certainly 
not of the single-focused “Whodunit” va- 
riety but, rather, include the entire array 
of interrogatives. What makes the excess 
profits tax such a puzzling problem? Why 
do economists arrive at opposite poles of 
opinion? How does the tax affect prices? 
Who are the ultimate taxypayers? When 
is the excess profits tax a shifting tax? 
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The Investigator. Such questions are 
capably tackled by Marion H. Gillim, As- 
sistant Professor of Economics and Soci- 
ology at Mount Holyoke College, in this 
514th of the Columbia Studies in History, 
Economics and Public Law. She is one of 
the first full-time detectives on the case, 
for, with the exception of an essay by 
David Friday, she was able to discover no 
other study devoted exclusively to deter- 
mining the incidence of the excess profits 
tax. Many economists, however, have writ- 
ten about incidence generally, and in their 
published studies Professor Gillim searches 
for clues to an understanding of the excess 
profits tax in operation. 


The Investigation. 


From among the 
many economists who have written on 
incidence in general, Professor Gillim has 
chosen three as representative. Edwin R. 
A. Seligman and Antonio de Viti de Marco 
present opposite approaches, while Duncan 
Black offers a theory which is at once a 
synthesis of the two opposing views and 
an original creation of thought. Seligman 
shows that a general income tax is not 
shifted, but that a partial income tax is 
shifted except when it is levied upon a 
monopoly. De Viti de Marco and Black, on 
the other hand, show that general income 
taxes may be shifted. De Viti de Marco 
makes his great contribution to the study 
of incidence in his emphasis on the signifi- 
cant effects a tax may produce on demand. 
Black also emphasizes the demand aspect, 
but, in addition, he sees how essential it is 
to examine the effects of the tax on the 
supply of the factors of production. In 
line with Seligman’s view are two statistical 
studies reviewed by Professor Gillim—that is, 
they support the thesis that general income 
taxes are not shifted. Thus, all the probing 
into economic thought would seem only to 
enlarge, rather than dissolve, the aura of 
mystery. But, as Professor Gillim points 
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out, the conclusions of such studies as those 
she examined are admittedly for general 
income taxes, and the fact is that the ex- 
cess profits tax has its own peculiar traits, 
traits which make it necessary to examine 
it as a tax apart. 


First of all, it is a tax levied on income 
which exceeds some predetermined “nor- 
mal” income. Obviously, “normal” income 
is as complex a problem as “normal” peo- 
ple. A second peculiarity is that the excess 
profits tax has been a war tax and hence 
is often thought of as a temporary tax. 
Third, the rate of an excess profits tax is 
usually higher than the rate of any other 
tax. (From the idea of “excess” emerges 
the feeling that confiscation of that portion 
of profit cannot injure business.) This, 
then, is the profile of the excess profits tax. 
Two case studies relating specifically to 
excess profits taxation were made during 
World War I. Both reached the conclusion 
that the tax was not shifted. Said David 
Friday in his essay, “The most that can be 
said for it is that the tax may have given 
some seller the courage to move his price 
up a little earlier, or a little farther, than 
he would otherwise have done.” 


The Analysis. Against this full but still 
unilluminated backdrop of economic theory, 
Professor Gillim sets out on her own de- 
ductive process of discovering just what can 
be definitely said about the incidence of 
the excess profits tax. She finds that under 
conditions of pure competition, in the long 
run any shifting of an excess profits tax 
stems from some imperfection in the tax 
which makes it fall upon profits which are 
really normal profits. ‘Whenever the statu- 
tory normal is lower than the theoretically 
normal profit, because of depressed base 
years earnings, discrepancies in capital evalu- 
ation or the setting of too low a percentage 
as normal, the effect is to reduce invest- 
ment, decrease supply and ultimately to 
lower the general price level. Whenever 
firms have irregular income, if the exemp- 
tions are not liberal and if the rates are 
high, the result will be a tax on normal 
profit that will be shifted.” 


But pure competition, critics will say, is 
pure fancy. Yet Professor Gillim’s stop in 
this hypothetical economy is only to pre- 
pare the way for entrance into the realistic 
realm of ‘monopolistic competition,” where 
the two extremes of pure competition and 


pure monopoly merge and competition 
thrives between firms manufacturing differ- 
entiated products. Through a detailed and 
careful deductive examination, Professor 
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Gillim arrives at the conclusion that some 
price changes should be expected if any of 
ten conditions is lacking. Among the ten 
are (1) the seller cannot increase his own 
consumption of the commodity, (2) the 
product is not durable, and (3) the pro- 
duction or sale of the commodity involves 
no depletion of limited resources or of 
demand. In the absence of any of the ten 
conditions, the tax may affect prices in 
three ways: (1) the value of invested capi- 
tal may be changed, (2) demand may be 
influenced by such factors as the collection 
of the tax and the effect of the tax on the 
granting of higher wages, and (3) supply 
may be influenced by such factors as a 
reallocation of investment, a change in the 
volume of new investment, and a failure to 
maintain old investment because of failure 
to keep up depreciation and replacement. 


The Summing-Up. Basically, then, the 
net effect of an excess profits tax is beyond 
exact description because of the varied 
effects, some in the direction of higher 
prices and some in the direction of lower 
prices. Professor Gillim has, however, 
made remarkable headway in the analysis 
of excess profits tax incidence. Like any 
good detective, she indulges freely in hy- 
pothesis, but she knows exactly what she 
is trying to do, and when she finishes her 
job, she knows exactly what she has done. 
The purpose of her study, as framed in 
the preface, is “to review briefly the theory 
of the incidence of excess profits taxes and 
to examine, by deductive means, possible 
conditions under which an excess profits 
tax may be shifted.” As for her accom- 
plishments, this can be said: she has in- 
deed surveyed briefly but adequately the 
theories as to excess profits tax incidence; 
she has clearly described some of the con- 
ditions under which an excess profits tax 
may be shifted; she has shown that the 
incidence varies with the type of product, 
the degree of monopoly, and the rate and 
duration of the tax. Although Professor 
Gillim has not really solved the mystery, 
she has at least set the stage for further 
investigation. And in the world of taxes, 
unlike the world of fiction, the less mystery 
the better. 


Where Goes the Time? 


In a survey entitled “Tax Controversies 
—Where Goes the Time” appearing in the 
June, 1945, issue of The George Washington 
Law Review, Dr. Madaline K. Remmlein 
refutes the popular notion that the handling 
of tax cases in the federal courts leads to 
long delays. She finds that the circuit 
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courts decide, on the average, about four 
hundred tax cases a year, only twenty-four 
of which need review by the Supreme Court 
for any reason, and only seventeen because 
of conflicts with other circuit court de- 
cisions. In view of the case load handled 
by these courts and the complexity both of 
the statute and of the facts involved in 
most tax questions, Dr. Remmlein believes 
this is not a bad showing. Neither is the 
Supreme Court at fault in these matters for 
statistics show that the supreme tribunal 
takes less than five months on the cases it 
reviews. 


Dr. Remmlein concludes that the bulk of 
the seven or eight years which is apparently 
required to settle the average tax issue (in 
cases which get to the Supreme Court) 
must be consumed below the appellate state. 
In case after case, where a long time has 
elapsed between the tax year and the Su- 
preme Court decision, she finds that more 
than half the time has been consumed in 
the administrative determination. Yet time 
is essential to a careful examination of 
complicated returns, and if the Bureau were 
to issue poorly-considered determinations, 
merely to hasten the day of reckoning, the 
courts would be swamped by an unprece- 
dented case load which would, in turn, pre- 
vent them from continuing their present 
speedy disposal of tax questions. 


Tax Muddle 


The present muddled tax status of re- 
search expenditures if uncorrected will inter- 
fere seriously with new product develop- 
ment after the war, says J. Keith Butters, 
Assistant Professor of Financial Research, 
Harvard Business School, writing on “Tax- 
ation and New Product Development” in 
the Summer Number of the Harvard 
Business Review. The article contains the 
author’s personal observations based on a 
survey which he made as Special Advisor 
to the Director of the Office of Scientific 
Research and Development. 


“New product development must be 
undertaken on a large scale if the nation’s 
ambitious plans for industrial activity after 
the war are to be realized,” says the author. 
“The effect of federal taxes on the amount 
of research by private enterprises is there- 
fore of prime importance. At present, the 
tax law and the tax practice in this area 
come very close to being in direct conflict 
with each other. The resulting uncertainty 
in the minds of taxpayers acts as a definite 
deterrent to research. Remedial legislation 
is badly needed.” 





“In the absence of strong countervailing 
reasons,” says Professor Butters, “the 
present tax impediments to research ex- 
penditures—namely, (1) the uncertainty of 
the present situation and also (2) the tend- 
ency to discriminate against small firms— 
should be removed. The case for taking 
this action is particularly strong since, for 
the most part, all that is needed is a spe- 
cific legal sanction of the Bureau’s present 
liberal practice. ... 


“The Internal Revenue Code should be 
amended to give the taxpayer an option: 
(1) to deduct currently all expenditures on 
scientific research and the development of 
new products and processes, other than 
expenditures for the acquisition of tangible 
capital assets; or (2) to capitalize such 
expenditures as deferred charges and amor- 
tize them according to a specified plan 
deemed reasonable by the taxpayer; or 
(3) to deduct currently designated parts 
of these expenditures which in the judg- 
ment of the taxpayer are current costs and 
to capitalize the remainder as deferred 
charges and amortize them according to a 
specified plan deemed reasonable by the 
taxpayer.” 

“A second, but much less important and 
less clearly desirable, method of stimulating 
research expenditures would be to give the 
taxpayer an option: (1) to amortize the 
cost of tangible capital assets used for 
scientific research and the development of 
new products and processes in equal amounts 
over a period of five years; or (2) to de- 
preciate such assets at the customary rates.” 


“The enactment of these proposals would 
greatly encourage increased outlays on in- 
dustrial research—a goal that will be pe- 
culiarly important in the postwar period.” 


Business Executive’s Guide 


J. K. Lasser, Chairman of the Institute 
on Federal Taxation at New York Univer- 
sity, has prepared a book composed entirely 
of check lists designed to furnish practical 
guides to businessmen seeking the record of 
experience of others when confronted with 
particular problems. Without narrative ex- 
position of any type, all 45 chapters of the 
Business Executive's Guide reach down to 
the level of “what to do.” The book is 
published by McGraw-Hill Book Company, 
Inc., New York, and sells for $3.00. Fol- 
lowing is a chapter from the Guide. 
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WHAT TO STUDY IF YOU ARE CHANGING YOUR BUSINESS FORM FROM 
A PARTNERSHIP TO A CORPORATION, OR VICE VERSA 


Find the form that is most suited to your 
needs. Note these advantages of— 


Corporation 

Limited liability 

Continuity of existence 

Greater ability to raise capital 

Easier to transfer your interest 

Easier to split into two or more units for 
greater tax benefits 

Stockholders who are employees may also be 
included in profit-sharing or pension plans of 
the company 

Stockholders who are also employees may re- 
ceive unemployment-insurance benefits 

Certain corporations engaged in foreign trade 
or in other adventures (check with your tax 
counsel) are given special tax exemptions or 
benefits 

Interfamily transfers for tax or estate conserva- 
tion are easier to make 

Life is indefinite, regardless of survival of stock- 
holder partners 

Representative management is easier to secure 

Minorities are easier to manage than partners 
with small interests 

Dividend receipts are subject to only a 6% tax 
and not to full normal tax and surtax paid 
by partners 

Whether other tax costs are lower depends upon 
each case. Usually they are lower 


Partnership 


No formality in starting your business 

Easier to expand to other states 

Liability can sometimes be avoided by use of 
limited partnerships 

Little state restriction on investments or type 
of business conducted 

You decide how to divide profits without regard 
to investment. You can even do it at the end 
of a year 

Income not subject to double tax as is true of 
corporate dividends 

There is no excess-profits tax, capital-stock tax, 
or declared-value excess-profits tax to pay 

Your business loss can be deducted from your 
personal income 

There is no penalty tax if you keep your earn- 
ings in the business, as is true of corporations 

State taxes are usually lower 

Partners’ drawings are not subject to the pay- 
roll taxes or salary-stabilization rules. 

Not subject to so much supervision and to filing 
so many state, city, and Federal reports and 
returns ; 

Retention of funds for development not dictated 
by tax considerations 

Capital losses of business can be offset against 
capital gains of individual partners in pre- 
paring tax returns 

$1,000 of capital loss of business and carry-over 
of 5 years’ business capital losses can also be 
offset against ordinary income 

Partnerships get an advantage over corporations 
in their deduction for contributions and in 
the handling of tax-free interest. Partners 
can deduct ($15% of their adjusted gross in- 
come) their share of partnership contribu- 
tions, while corporations are limited to 5%. 
Partners can also take their share of tax-free 
interest as exempt income instead of as tax- 
able corporate distributions 


Books for the Taxman 


Transactions with partners are not suspect (as 
is true of stockholder-corporate transactions) 


and are not subject to special prohibitions in 
the tax law. 


Know the various legal and tax burdens 
involved if you do business as a part- 
nership or a corporation 


Before considering 


conversion, 
these factors: 


study 


Find the tax losses that are occasioned by 
a conversion (see the last part of this 
section). For example— 


Do you have a net loss carry-over? Ob- 
viously, liquidation will eliminate it, 
and that might be costly 


Shall you wait until you have used up all 
your carry-over? Check with your tax 
counsel. Or will the law be changed 
before you get any benefit out of the 
intended relief? 


Study whether this is the right year to 
liquidate and whether you have chosen 
the right time of the year to liquidate 


Tf you are converting to a partnership, 
be sure carefully to review with counsel 
the problems of partnerships that are 
taxed as corporations, because they 
have the characteristics of corporations 


If you are converting to a partnership 
with members of your family, be sure 
you understand the recent tendencies 
of our courts to disown the theoretical 
gains you have computed in the follow- 
ing cases— 


Partnerships created by gifts to mem- 
bers of the family, in which 


There is no actual economic change 
in their status 

They use the partnersip income to 
pay bills due by or legally payable 
by the donor of the gift 

They have no real voice or consider- 
ation in the operation of the part- 
nership property 

So that, actually, the donor retains 
actual dominion over the interest 
presumed to be given away 


Any other partnership, in which— 


The partners do not conduct them- 
selves as real coproprietors 


Their contribution to the business is 
not real 


Profits, losses, responsibilities, partici- 
pations, compensation for services 
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for those who actually conduct the 
business, and similar activities are 
not conducted as they would be in 
a business created by or owned 
with outsiders 


In changing from a partnership to a cor- 
poration, watch these tax points: 


There are two common tax methods by 
which to proceed 


The partnership is dissolved, and the in- 
dividual partners exchange their share 
in the partnership for the stock of the 
corporation 

The assets of the partnership are trans- 
ferred to the corporation, receiving in 
exchange the corporate stock, which is 
distributed to the partners 


You can probably avoid tax liability on the 
change if the stock is distributed to the 
partners in proportion to the share they 
had in the partnership 


Sometimes it may be advisable to create a 
tax by the transfer, for example— 


The partner may have some advantage in 
taking a loss, due to depreciated value 
of the property, on his individual return 


It may be highly advisable to pay a tax 
on a capital gain, thus increasing the 
basis of the property to the corporation. 
This may greatly reduce subsequent 
computations of income or gain 


If you want to create a taxable gain or loss 
on the exchange, you may be able to do 
it if you make the transfer so as not 
to have a tax-free transaction (but check 
with your tax counsel) 


Be sure you know how to capitalize the new 
corporation 


See the check list on recapitalizations 


Study the tax problems involved and the 
advantages of issuing bonds in order 
to increase the interest deduction 


Consider the cost of stamp taxes, transfer 
taxes, and state taxes on capital 


If you are changing from a corporation 
to a partnership, here are some tax 
problems 


You can make the change this way: 
Either form the partnership first and 
transfer the corporate assets to it 
Then dispose of the proceeds secured to 
the stockholders and dissolve the cor- 
poration 


Or distribute corporate assets to the 
stockholders, who then form the part- 
nership 
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Each of these methods may result in differ- 
ent legal and tax problems 


Be sure to avoid any possibility that the 
Treasury may continue to recognize the 
business as a corporation for tax purposes 


Recognize the enormous advantage offered 
in these cases in a stepped-up basis at 
bargain rates 


If stockholders take assets at fair market 
value and pay only 25 per cent to get 
higher values than permitted a corpo- 
ration, then often immediate deductions 
at much higher rates are available to 
stockholders 


This may be particularly helpful if inven- 
tories have risen. The corporation 
might have to pay 95 per cent tax over 
cost when they are sold, but the stock- 
holders get the rights to sell them free 
of tax by paying 25 per cent of fair 
value in liquidation. 


The same step may radically increase an- 
nual depreciation allowances and also 
the basis of capital assets held for disposal 


But, of course, there may also be a step 
down in a liquidation, if inventory and 
other assets are worth less than the cost 
basis to the corporation 


Your liquidation will give rise to a capital 
gain or loss 


It will be a long- or short-term gain or 
loss, depending on whether the stock 
was held for more or less than 6 months 


The amount of the gain or loss is the 
difference between the fair market value 
of the property distributed and the cost 
or basis of the stock held by the stock- 
holder 


Value will include the fair value of the 
good will of the corporation. You may 
have to pay a tax on that value even if 


it is not an asset on the corporation 
books 


Long-term capital gains are reported only 
to the extent of 50 per cent of the gain. 
This amount cannot be taxed at a rate 
higher than 50 per cent—so that the 
total actual tax on long-term capital 
gains cannot exceed 25 per cent 


Value in liquidation may be very impor- 
tant since it determines the cost basis 
of the asset to the new partnership 


Paying tax on high values may give the 
partnership a deduction or depreciation 
considerably greater than that enjoyed 
by the corporation 
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Before you change, check with your tax 
counsel on these points: 


Many sources of income (tax refunds, life- 
insurance proceeds, payment for postwar- 
credit bonds, deferred-installment receipts), 
generally tax-free, might become subject 
to tax upon the dissolution of the corpo- 
ration or upon receipt by successors unless 
there is specific exemption compliance 
with the law 


If the dissolution takes place before the 
end of the taxable year, there might be 
an increased tax liability for the excess- 
profits tax owing to the filing of a return 
for less than a full year 


If you have emergency facilities, the change 
may result in the loss of the valuable 
right to amortize the cost of the property 
over 5 years 


The change creates the right to select a new 
taxable year; this choice should be made 


only after much study of the following 
factors: 


Whether the change will create a short 
year for the corporation and thus pos- 
sibly increase its taxes. Find out if it 
is best to liquidate at the end of the 
corporate accounting year 

The advantages of using a natural fiscal 
year 

The possible use ofa short fiscal year (less 
than 12 months) for the partnership in 


order to defer payment of taxes to a 
future period 


You may lose all carry forwards of net op- 
erating losses, unused excess-profits cred- 
its, capital loss carry-overs, and all similar 
privileges that belong to the corporation 


s 


You may also lose the carry-back privileges 
that might refund corporate tax when a 
successor partnership sustains a loss 


If you are changing from one form to 
another be sure— 


Creditors are informed 


Your insurance policies are converted to 
cover the new partnership 


Customers are advised. If possible, explain 
the reason for the change in terms of 
better service, products, etc. 


All legal documents (titles, leases, mort- 
gages, etc.) show the change 


You notify governmental agencies with 
whom you have relationships concerning— 
Social-security taxes 
Unemployment insurance 
Workmens’ compensation 
Final tax returns 
Other regulations (SEC, OPA, ICC, Mo- 

tor Vehicle Bureau, WPB, etc.) 


You tell your employees. They will find 
out about it in due course, and it will 
help personnel relationship for you to tell 
them 


You consider the advantages from a credit 
point of view. Be the first to give the 
information, and present it in the most 
favorable light. First to be informed from 
this standpoint should be your bank 


Every possible advantage is secured from 
the change. Think of advertising it as a 
source of community good will and benefit 
to the general public 

The corporation files an information return 
notifying the Treasury of the dissolution 
of acorporation. Each shareholder must 
also file an information return 


TEN YEARS OF SOCIAL SECURITY 


a OBSERVANCE of the tenth anniversary of the Social Security Act, Paul 
V. McNutt, Federal Security Administrator, made public a Social Security 
Board report showing that 4,250,000 men, women and children in all sections of 
the country are now receiving cash benefits that aggregate $111,000,000 a month. 
Since the act became law with President Roosevelt’s signature on August 14, 1935, 
Social Security payments to individuals have approximated $9,000,000,000. All 
told, under this program, more than $2,000,000,000 had been paid out up to the 
start of 1945. At the start of the current fiscal year, the employment funds of 
the various states amounted to $6,679,000,000. The country is much better pre- 
pared to meet the shock of postwar transitional unemployment than was the case 


at the end of the last war when no unemployment compensation system was in 
effect. 


Books for the Taxman 





APPELLATE AND LOWER 
COURTS 


Insurance companies: Foreign tax credit. 
—An insurance company organized under 
the laws of Great Britain may deduct as 
taxes under Sec. 204 (c) (3), 1938 Act, al- 
locable portions of amounts which it paid 
as taxes to Great Britain in 1938 and 1939 
on the net income of its three American 
subsidiaries. The’aggregate incomes of the 
three subsidiariessamounted to $789,952.91 
for 1938 and $277,499.66 for 1939. The ag- 
gregate dividends received by the insurance 
company from these subsidiaries amounted 
to $522,881.57 in 1938 and $522,881.55 in 
1939. Since the aggregate of dividends for 
the two years was more than the aggregate 
of the income for the two years, the entire 
amount of taxes paid to Great Britain may 
be said to be allocable to the dividends. 
Since only 15 per cent of the dividends are 
subject to U. S. tax (on account of the 85 
per cent dividends received credit in Sec. 
26 (b), 1938 Act, made applicable to peti- 
tioner by Sec. 204 (a) (2) (B), 1938 Act), 15 
per cent of the taxes paid in 1938 and 1939 
are deductible under Sec. 204 (c) (3), as 
allocable to income from sources within the 
United States. CCA-2. Commercial Union 
Assurance Company, Ltd., Petitioner v. Com- 
missioner of Internal Revenue, Respondent. 
45-2 ustc { 9390. 


Valuation — “Blockage” — Mean -average 
less broker’s fee under “best efforts” ar- 
rangement.—The value of a block of stock 
for gift tax purposes is determined: on the 
basis of the mean price of actual exchange 
sales for a period of three months following 
the date of the gift, less a broker’s fee for 
disposing of the stock under a “best efforts” 
arrangement, whereby a broker would take 
an option to be exercised as he was able to 
find purchasers. The Circuit Court of Ap- 
peals rejects the Collector’s attempt to value 
the stock on the basis of the average mean 
selling price on the day preceding and day 
following that of the gift, which was a holi- 
day, and, also, donor’s contention that the 
stock should be valued on the basis of the 
price, which, as experts said and the District 
Court found, would be realizable if the stock 
were offered for sale on the market within 
a narrow period of time following the day of 


INTERPRETATIONS 


Court... Administrative 





















* 


the gift. CCA-2. Walter C. Groff, Executor 
of the Estate of Charles C. Groff, deceased, 
Plaintiff-A ppellee-A ppellant v. S. Gene Mun- 
ford, as Administrator of Thomas S. Smith, 
Collector of Internal Revenue, deceased, De- 
fendant-A ppellant. 45-2 ustc § 10,223. 


Partial assignment of claim as compensa- 
tion.—No income was realized or accrued by 
an attorney from partial assignment to him 
of a judgment in 1931 as payment for at- 
torney’s fees, while appeal thereon for addi- 
tional amounts was pending, and the judgment 
was not paid in that year, nor was it paid 
until 1940. Although the estate against 
which the judgment was obtained was worth 
over $400,000 and all claims outstanding 
against it aggregated less than $140,000 in 
1931, the assigned claim was not includible in 
the attorney’s income until his death in 1938, 
in the absence of a showing that the appeal was 
withdrawn prior thereto under Sec. 42 of 
the Act of 1938, which provides for in- 
clusion in the income of a decedent of 
amounts accrued up to the date of his death. 
One dissent. CCA-2. Estate of Humphrey 
J. Lynch, deceased, The County Trust Com- 
pany and Mary A. Lynch, Executors, Peti- 
tioners v. Commissioner of Internal Revenue, 


Respondent. 45-2 ustc § 9386. 


Disclaimed legacy falling into charitable 
residue.—The portion of a legacy that falls 
into decedent’s residuary estate by reason of 
a disclaimer by the legatee is exempt from 
estate tax in the same proportion that the 
residuary estate is bequeathed to charities, 
even though decedent’s death occurred in 
1938, prior to February 10, 1939, the retro- 
active effective date of the 1942 amendment 
providing that the charitable exemption shall 
include the interest which falls into any 
charitable bequest as a result of an irrevo- 
cable disclaimer. The amendment is held 
to have the effect of clarifying or declaring 
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rather than of changing existing law. CCA-2. 
Commissioner of Internal Revenue, Petitioner 
v. Estate of Genevieve Brady Macaulay, 
Nathan L. Miller and Lawrence Cavanaugh as 
Sole Surviving and Sole Acting Executors, 
Respondents. 45-2 uste { 10,224. 


Interest on tax deficiency paid by trans- 
ferees: Effect of Dobson case.—Under 
Sec. 311, Act of 1938, transferees are to be 
treated as any other taxpayers and allowed 
the deduction for interest paid, in the same 
way as the transferors would be allowed 
such deduction. Interest on tax deficien- 
cies for the period after the transferees re- 
ceived the assets is interest on the indebtedness 
of the transferees, and is therefore deduct- 
ible by the transferees, under Sec. 23 (b), 
Act of 1938 and the Code, but payment of 
such interest for the period prior to the 
date of transfer is not deductible expense. 
This applies to transferees of the assets of a 
decedent, as well as to transferees of assets 
of a corporation. Moreover, under the rule 
in the Dobson case, 320 U. S. 489, 44-1 ustc 
7 9108, since there is no express limitation 
in Sec. 23 (b) upon the character of the tax- 
able entity claiming the deduction, this 
holding by the Tax Court is not review- 
able. CCA-3. Commissioner of Internal 


Revenue, Petitioner v. Henry W. Breyer, Jr., 
Respondent. Commissioner of Internal Reve- 
nue, Petitioner v. Edith S. Breyer, Respondent. 


Commissioner of Internal Revenue, Petitioner 
v. Catherine Breyer Vanbomel, Respondent. 
Koppers Company, Petitioner v. Commissioner 
of Internal Revenue, Respondent. Commis- 
sioner of Internal Revenue, Petitioner v. Kop- 
pers Company, Respondent. 45-2 ustc { 9398. 


Reimbursement for AAA taxes.—Process- 
ing taxes paid to a milling company in 1935 
and returned to taxpayer in 1936, after the 
AAA had been declared unconstitutional, 
are taxable income in 1936, the year in which 
the right to the income accrued. Tax- 
payer’s liability for the cost of the flour, in- 
cluding the taxes, was not contingent, but 
fixed, in 1935 and consequently taxpayer has 
no right to adjust 1935 income excluding 
the deduction taken for processing taxes; 
the right to recoup from the milling com- 
pany was contingent, and accrued in 1936, 
when the amounts received became taxable 
income to the taxpayer. CCA-3. Freihofer 
Baking Company, Petitioner v. Commissioner 
of Internal Revenue, Respondent. 45-2 ustc 
T 9400. 


Family partnership contract: Purchase of 
partnership property in name of one.—A 
family partnership contract entered into by 
taxpayer, his wife and son for the purchase 


Interpretations 


of securities of an ice company, at a sale 
price of $1,000,000, was valid for tax pur- 
poses, although the separate estate of the 
wife was only $30,000 and the estate of the 
son was $6,000, and taxpayer, who was an 
executive in the ice manufacturing business, 
purchased the securities in his own name 
and pledged them as collateral for a $750,000 
bank loan which he negotiated to finance the 
purchase. The primary consideration for 
the partnership contract was to establish the 
son in business, but taxpayer would have 
been sustained even if the greater reason 
had been to reduce taxes. DC, Ga. F. W. 
Beazley v. Marion H. Allen, Collector of In- 
ternal Revenue. 45-2 ustc J 9396. 


Contemplation of death—Life insurance- 
annuity combination—In 1935, decedent 
made gifts of certain shares of stock to his 
three children. Decedent’s principal motives 
in making the gifts were to provide security 
for a widowed daughter and to treat all of 
his children equally. A subordinate motive 
for the gifts was the saving of income taxes 
on disposition of the stock. In 1936, dece- 
dent’s children sold the shares of stock and 
used the proceeds to purchase single premium 
insurance policies on the life of decedent, 
which were issued in conjunction with an- 
nuity policies purchased by decedent, him- 
self. Where decedent died in March, 1942, 
without having possessed any inciderits of 
ownership in the life policies, it is held that 
the transfers of stock were not made in con- 
templation of death and that the value of 
the transfers is not includable in decedent’s 
gross estate. DC, Ind. Viola B. Dickson 
and John Harold Dickson, Co-Executors of 
the Estate of John C. Dickson, Deceased, Plain- 
tiffs v. Will H. Smith, Collector of Internal 
Revenue, Defendant. 45-2 ustc § 10,226. 


When deductions and credits taken: Final 
statement of liquidation.—Loss of $150,000 
contributed by taxpayer in 1931 to a Guar- 
anty Fund provided under an arrangement 
with a Liquidating Agent to take over a 
failing bank was not sustained until Novem- 
ber 8, 1937, the date on which the final 
statement of the Liquidating Agent was re- 
ceived and approved by the taxpayer, and 
deduction was properly taken in its income 
tax return for 1937. Taxpayer was not 
governed by the action of other contributors 
who claimed deductions in prior years. DC, 
Tex. The First National Bank of Houston, 
Houston, Texas, and First National Bank in 
Houston, Plaintiffs v. Frank Scofield, Collector 
of Internal Revenue, Defendant. 45-2 ustc 
7 9385. 


Sums paid to a widow for life by employer 
of deceased husband.—Taxpayer’s claim for 
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refund of tax on income reported in 1933 
was based upon Commissioner’s view that 
certain sums paid to her by employer cor- 
poration, as the widow of a former em- 
ployee, were capital expenditures and not 
deductible by the corporation. Payments 
were made under an agreement entered into 
in consideration of employee’s abandonment 
of a plan to go into business for himself for 
the purpose of providing an estate for his 
wife. Employee had operated as his own 
a branch office for employer corporation, a 
food brokerage concern. Sums paid to the 
widow for life, as per agreement, are held to 
be income taxable to her. DC, Mo. Jennie 
C. Flarsheim, Plaintiff v. United States of 
America, Defendant. 45-2 ustc J 9388. 


Cabaret taxes: Tax collected from pa- 
trons.—Operator of restaurant and bar 
who erroneously paid “cabaret taxes” under 
Code Sec. 1700 (e), as amended September 
21, 1941 by the Act of 1941, in compliance 
with the requirements of the Collector of 
Internal Revenue, was entitled to refund in 
full, although he had collected the tax from 
his patrons and none of said tax was borne 
by him. DC, N. Y. 123 East 54th Street, 
Inc., Plaintiff v. United States of America, 
Defendant. 45-2 ustc { 9383. 


Income not subject to foreign tax: In- 
cludible in computation of credit.—Although 
a portion of a foreign subsidiary’s income 
was not subject to foreign tax, it was never- 
theless includible in the three terms of the 
ratio “Dividends Received by Parent to 
Total Profits of Subsidiary and to Accumu- 
lated Profits of Subsidiary” employed in the 
formula prescribed by Code Sec. 131 (f) for 
computing the proportion of a foreign sub- 
sidiary’s income tax which taxpayer, a 
domestic parent corporation, might claim as 
a credit for foreign taxes paid. DC, Mass. 
United Fruit Company v. Thomas B. Hassett, 
Individually and as Former Collector of In- 
ternal Revenue. 45-2 ustc ¥ 9387. 


TAX COURT 


Annuities by will.—Taxpayer was a widow 
of the decedent and beneficiary under a testa- 
mentary trust providing for payment to her 
for life of the entire income of the trust, 
except that, as her two children should reach 
the age of 25 years, certain payments should 
be made to them also, but only out of in- 
come in excess of $25,000. It was further 
provided that in the event that for any year 
the income of the trust estate shall be less 
than $10,000, the trustees shall have the right 
to make up the deficiency out of payments 
from the principal of the trust estate. For 


each of the taxable years taxpayer’s returns 
were prepared on the basis that $10,000 of 
the distributable income of the trust consti- 
tuted an annuity, no amount of which was 
taxable to her, The Tax Court holds that by 
the language of the instrument the testator 
intended to give to the trustees only a discre- 
tionary right to invade the corpus, using “shall 
have the right” in a permissive sense, and that 
hence no annuity was created. The entire 
amount of the income paid to taxpayer by 
the trust constituted income currently dis- 
tributable to her, and under the rule of 
Helvering v. Butterworth, 290 U. S. 365, 3 
ustc 1193, taxpayer is taxable thereon 
under Secs. 22 (a) and 162 (b) of the Act of 
1938 and the Code, and no part of the dis- 
tributions constitutes an annuity. Franc M. 
Curry v. Commissioner. CCH Dec. 14,700. 


(1) Returns for less than twelve months: 
Building and loan association.—Taxpayer, 
an Ohio building and loan corporation en- 
gaged principally in the business of making 
chattel loans, conducted its affairs on a cash 
basis for the fiscal year ending September 
30. Prior to February 1, 1940, taxpayer was 
exempt from taxation under section 101 (4), 
Internal Revenue Code. On that date it 
changed its methods of operation and there- 
after it was not exempt from taxation. Tax- 
payer filed an income tax return for the 
twelve month period ending September 30, 
1940, reporting as taxable only a prorated 
share of its net income for such period in 
the belief that it was entitled to a partial 
tax exemption on the income received. It 
computed the tax under the rates imposed 
by the Revenue Act of 1938. The Commis- 
sioner determined that taxpayer’s first tax- 
able year was the period February 1, 1940 
to September 30, 1940, a short taxable year 
beginning after December 31, 1939, and de- 
termined a deficiency in income tax by ap- 
plying the rates imposed by the Second 
Revenue Act of 1940 to the stipulated net 
income for this period. The Tax Court af- 
firmed the conclusion of the Commissioner, 
citing as the supporting case Royal High- 
landers, 1 TC 184; CCH Dec. 12,898. 


(2) Excess profits tax: Year less than 
twelve months: Annualizing the tax.—The 
Tax Court upheld Commissioner’s action in 
annualizing the excess profits tax net in- 
come for that part of the twelve month 
period during which taxpayer was a non- 
exempt building and loan association. Gen- 
eral Aniline & Film Corp., 3 TC 1070, CCH 
Dec. 14,022, followed. 


(3) Tax Court: Stipulation regarding 
method of computing excess profits credit 
renders immaterial decision as to taxpayer’s 
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existence prior to January 1, 1940.—The 
stipulation that the invested capital method 
of computing excess profits credit resulted 
in a lesser tax than the computation on the 
base period net income method rendered 
immaterial in this proceeding a decision as 
to whether taxpayer was in existence prior 
to January 1, 1940, for the purpose of com- 
puting excess profits credit. 


(4) Excess profits tax: Borrowed in- 
vested capital: Certificate of deposit—The 
certificate of deposit issued by taxpayer, a 
building and loan association, securing the 
deposits with it is a certificate of indebted- 
ness and the moneys secured thereby were 
properly allowable in computing taxpayer’s 
borrowed capital for excess profits tax pur- 
poses. 


(5) Failure to file return: Excess profits 
tax: Penalty.—In overruling taxpayer’s con- 
tention that it believed its tax year began 
in 1939 and therefore no return was re- 
quired, the Tax Court held that taxpayer 
had over five months after the effective date 
of the Second Revenue Act of 1940 in which 
to protect itself from this penalty; the mere 
belief that a return was unnecessary is not 
reasonable cause. The Economy Savings and 
Loan Company v. Commissioner. CCH Dec. 
14,696. 


Partnership formed by father and sons: 
Evidence.—Taxpayer was the sole pro- 
prietor of a business for the manufacture 
and sale of specialized machines and re- 
lated products. On January 1, 1939, tax- 
payer and his two sons executed a partnership 
agreement; the capital agreed upon was 
fully paid, $32,000 in cash by each of the 
two sons and assets of the net value of 
$260,091.07 by taxpayer. Each partner had 
absolute and independent authority to rep- 
resent the company. Taxpayer planned, 
from the time his sons were born, that they 
eventually would be associated with him in 
business. That was the basis of their edu- 
cation. As each son attained the age of 16 
he worked for his father, without compen- 
sation, during periods of vacation from 
school. Upon being graduated from college 
each was employed by taxpayer on a full- 
time basis with the understanding that they 
would give their full time and that if they 
should not choose to continue in the busi- 
ness they should make their decision at that 
time to follow some other vocation. By 
1933 the sons were well versed in plant man- 
agement, in production and in business man- 
agement. In that year and in the following 
years each was given and assumed executive 
responsibilities and by 1938 the sons were 
capable of running taxpayer’s business. 


Interpretations 


Prior to 1933 the salary of one of the sons 
was at the rate of $1,300 per year. In 1933, 
it was increased to $2,340. In 1934, it was 
$2,340 plus 10 percent of the profits. Prior 
to 1934, the salary of the other son was at 
a rate of $1,300 per year. In 1934 it was 
$1,300 plus 10 percent of the profits. For 
the years 1935 to 1938, inclusive, he was 
paid on the same basis as his brother. Under 
the partnership agreement, profits and losses 
were to be divided equally among the three 
partners.’ Taxpayer contends that a legal 
partnership existed between himself and his 
two sons during the taxable years 1939 and 
1940, and that, therefore, he may be charged 
only with his salary and his share of the 
profits. Commissioner contends that the 
alleged partnership is one in form only, that 
it should not be recognized for income tax 
purposes, and that the sons should be con- 
sidered as employees of taxpayer rather 
than members of a partnership. The Tax 
Court held that the partnership was what 
it is purported to be, that it had substance 
in that it was bona fide in every respect, and 
that there is no reason why such a partner- 
ship should not be recognized for all rele- 
vant purposes, including income tax purposes. 
William F. Fischer v. Commissioner. CCH 
Dec. 14,690. 


(1) Fraudulent return: Statute of limita- 
tions.—The Commissioner has determined 
deficiencies in income tax and a 50 percent 
fraud penalty against taxpayers for the tax- 
able years 1930 and 1931. Taxpayers, among 
other things, plead that the statute of limita- 
tions has barred the assessment and col- 
lection of the deficiencies and penalties for 
both years. The Commissioner concedes 
that the statute of limitations has run unless 
he is able to show that the returns were 
false or fraudulent with intent to evade tax. 
It is held, that the 1930 return was not false 
or fraudulent with intent to evade tax, and 
the statute of limitations now bars the as- 
sessment and collection of any deficiency 
and penalty for that year. It is further held 
that the 1931 return was false and fraudulent 
with intent to evade tax and the statute of 
limitations has not run as to that year. The 
Commissioner is sustained as to a portion 
of the deficiency and fraud penalty for 1931. 
(Taxpayer contended that the basis of cer- 
tain shares of stock, for 1930, was that of 
his donor, the president of a corporation, as 
an individual, for whom he performed serv- 
ices due to the incapacity of the president. 
For 1931 he contended two payments of 
$5,000 and 5,000 shares of stock transferred 
to him by a corporation of which he was 
vice-president constituted gifts.) 
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(2) Return not a joint return: No penalty 
against wife.—The income tax return filed 
for 1931 was filed by William W. Kellett, 
and it bore his name only. -It was signed 
by him only and was not signed by Virginia 
Kellett. To the question printed on the 
return: “Is this a joint return of husband 
and wife?” the answer is “Yes.” None of 
the income included in the return was that 
of Virginia Kellett. None of the income 
which the Commissioner has included in his 
determination of the deficiency was that of 
Virginia Kellett. The return filed for 1931 
was not a joint return of William W. Kellett 
and Virginia Kellett but was the individual 
return of William W. Kellett, and con- 
sequently there is no deficiency in income 
tax and penalty against Virginia Kellett. 
Wiliam W. Kellett and Virginia Kellett, Hus- 
band and Wife v. Commissioner. CCH Dec. 
14,712. 


Sums received from teachers’ retirement 
fund.—A_ teachers’ retirement fund was 
created to furnish life annuities to its mem- 
bers. It consisted of an original endowment 
of $22,500 in 1907, and beginning in about 
1920, various donations were made by the 
alumni of the school. In addition, each 
member of the fund contributed $50 per 
year. Eligibility to receive an annuity was 
based upon the time of service and the num- 
ber of years as a paying member of the fund. 
Other provisions authorized payment to 
teachers who had severed their connection 
with the school prior to regular retirement, 
death of a member before retirement, etc. 
The school discontinued teaching activities 
in June of 1939, and as a consequence all 
but three of the teachers were discharged. 
Severance payments were made to discharged 
teachers who were entitled to retirement 
benefits as well as to those discharged em- 
ployees not members of the fund, and the 
school treated the severance payments as 
salaries on its books. Due to the simultane- 
ous qualifications for retirement of a group 
of ten or twelve members, two of which 
were the taxpayers here involved, the direc- 
tors, aware of the impending exhaustion of 
the fund, caused the dissolution of the fund 
and the school agreed to contribute to the 
fund out of its income or capital, or both, a 
sum, which, when added to the then assets 
of the fund, would enable the school to make 
the payments as per the schedule. The 
school intended its payments to be a gift to 
the members, although those amounts were 
coupled with the payments received by them 
in settlement of contractual rights in the 
fund. The plan of dissolution did not ear- 
mark the sources of the lump sum payment 
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to be received by the employees. The Com- 
missioner has determined that the amounts 
received in excess of the contributions con- 
stitute ordinary income under section 22 (a). 
The Tax Court held that taxpayers are en- 
titled to exclude from their gross income 
the amounts of their respective contributions 
to the fund and the amounts received by 
them as a gift from the school. The Tax 
Court finds no merit in taxpayers’ conten- 
tion that the transaction amounted to a tax- 
free distribution of trust principal or that 
it resulted as a long-term capital gain from 
a distribution in complete liquidation under 
section 115 (c) of the Internal Revenue 
Code. Frank T. Knowles v. Commissioner; 
Arthur R. and Renee M. Jensen v. Commis- 
stoner. CCH Dec. 14,693. 


Estates and trusts: Single or several 
trusts.—Taxpayer was the trustee under a 
trust agreement whereby settlor, in convey- 
ing certain property consisting of various 
securities to the trustee, provided that the 
trust estate should be divided into three 
shares, one for each of settlor’s children, and 
that the share set aside for each child should 
be held in trust for such child for life, the 
share to descend at the death of any bene- 
ficiary to his descendants per stirpes. The 
trustee was authorized to keep the trust 
property in a common fund instead of mak- 
ing an actual division thereof. For the 
calendar year 1940, taxpayer filed three sepa- 
rate fiduciary income and defense tax re- 
turns. The Commissioner contends that the 
trust agreement created a single trust with 
three beneficiaries; taxpayer contends that 
the instrument establishes multiple trusts. 
The Tax Court, in interpreting the intention 
of the settlor, held that three separate trusts 
were created, one for each of her children, 
rather than a single trust wherein the three 
beneficiaries should have equal interests, and 
the fact that the property is kept in a com- 
mon fund does not defeat the intention. 
Kohtz Family Trust dated December 22, 1939, 
Harris Trust and Savings Bank, Trustee, 115 
West Monroe Street, Chicago, Illinois v. Com- 
missioner, CCH Dec. 14,706. 


Listed securities: Sales between members 
of the family.—Sales of listed securities 
through the New York Stock Exchange by 
several members of a family followed by 
purchases through the Exchange of like 
securities at the same prices by other mem- 
bers of the family, held, not sales “between 
members of a family” within the meaning 
of section 24 (b) (1) (A) of the Internal 
Revenue Code. Pauline Ickelheimer, 45 
B. T. A. 478 (CCH Dec. 12,132) followed. 
John P. McWilliams v. Commissioner ; Estate 





Pp 
Pp 
$ 
$ 
t 
$ 
I 
s 
¢ 
‘ 
I 
( 
’ 
1 


_— 








Com- 
ounts 
; con- 
2 (a). 
‘e en- 
icome 
itions 
-d by 
5. ae 
ynten- 
a tax- 
> that 
from 
under 
venue 
toner; 
mmis- 


everal 
ider a 
ynvey- 
arious 
at the 
three 
n, and 
should 
fe, the 
bene- 

The 

trust 
t mak- 
or the 
e sepa- 
ax re- 
1at the 
t with 
Is that 
trusts. 
-ention 
trusts 
ildren, 
2 three 
ts, and 
a com- 
ention. 
2, 1939, 
tee, 115 
1 Com- 


embers 
Surities 
nge by 
ved by 
of like 
- mem- 
yetween 
leaning 
nternal 
ver, 45 
llowed. 
' Estate 


agazine 


nit nim esllnael Nine eerie 0. 


sate aba 


— 








of Susan P. McWilliams v. Commissioner ; 
Brooks B. McWilliams v. Commissioner. CCH 
Dec. 14,713. 


(1) Basis of assets claimed as received in 
a tax-free reorganization.—In 1930, X, sole 
stockholder of taxpayer corporation, with 
the exception of four qualifying shares in 
the hands of its directors, purchased all the 
outstanding stock of Y, a competitor com- 
pany, consisting of 800 shares, at a purchase 
price of $180,000. Taxpayer personally paid 
$100,000 and caused taxpayer to issue 
$80,000 of par value preferred stock to pay 
the balance. In addition, taxpayer issued 
$50,000 par value common stock to X in 
return for assets conveyed. The preferred 
shares were redeemed by taxpayer at a dis- 
count on December 15, 1930. All the stock 
of the purchased company was issued in the 
name of X, and at a stockholders’ meeting 
of taxpayer a resolution was passed by 
which X was recognized as personally being 
the owner of the purchased stock. These 
assets were carried forward on taxpayer’s 
books at the same value they had on the 
books of Y. The fair market value of these 
assets, subject to X’s liabilities at date of 
liquidation, was $180,000. Commissioner 
contends that the assets were acquired by 
taxpayer from X as an individual and that 
he acquired the assets in the complete liquida- 
tion of Y. Taxpayer contends that once X 
had purchased the entire stock he caused a 
tax-free reorganization between taxpayer 
and Y. The Tax Court held that there was 
no plan of reorganization to which taxpayer 
and Y were parties, and, therefore, taxpayer 
cannot use the transferor’s basis for the as- 
sets in question in computing equity invested 
capital for the purposes of the excess profits 
tax. 


(2) Officer’s salary.—Salaries of $11,623.10, 
$10,091.49 and $10,225.00 respectively for the 
years 1940, 1941 and 1942 were paid to A, 
vice-president and secretary-treasurer and 
only other executive officer of taxpayer. 
Since completion of his education in 1933 at 
the age of 21, A devoted his entire time to 
the business. Starting at the salary of $10 a 
week in 1933 he was transferred from one 
department to another in order to learn the 
business and be prepared eventually to take 
over its management. As A moved from 
one department to another he retained 
supervision over each of the departments in 
which he worked, and in 1935 he was made 
a director of the company and in 1936 its 
vice-president.. The secretary-treasurer’s duties 
were taken over by him in 1941. The 
records evidenced a growth in taxpayer’s 
business and a comparative growth in the 


Interpretations 


retail department following the improve- 
ments made therein by A. Commissioner dis- 
allowed deductions for the salary of A over 
$6,120.60 for 1940, $6,387.60 for 1941 and 
$7,444.80 for 1942. The Tax Court held that 
the salaries were reasonable and deductible 
in full. Peeler Hardware Company v. Com- 
missioner. CCH Dec. 14,691. 


Reorganization pursuant to unwritten plan 
for purposes of individual stockholders.—A 
corporation’s capital stock consisted of 1,000 
shares of no par value stock, held equally 
by four stockholders. Two of the stock- 
holders died, and the remaining two, pur- 
suant to a prior stockholders’ agreement, 
purchased decedents’ stock interest, issuing 
personal promissory notes therefor. One of 
the two remaining stockholders subsequently 
died, and claim was made against his estate 
for the payment of the stock purchased. 
Sufficient funds were not available to pay 
according to the terms of the notes, and 
inasmuch as the obligations were individual 
ones, it was necessary to dissolve the cor- 
poration to meet the indebtedness. The re- 
maining stockholder transferred as gifts 242 
shares of his 501 shares of stock to various 
members of his family and to two other 
persons, who in turn dissolved the corpora- 
tion and distributed all of its property to the 
stockholders, who sold it to the new cor- 
poration authorized to issue 4,000 no par 
value shares of capital stock; thereafter 
notes of the corporation were accepted in 
satisfaction of the individual notes payable 
to the estates of the first two decedents. 
The Commissioner denied part of a deduc- 
tion for depreciation computed by corporate 
taxpayer on a new basis after the corpora- 
tion succeeded the old corporation at the 
close of the year 1940, and denied stock- 
holders’ deductions for loss on the liquida- 
tion of the original corporation. The Tax 

Court held that the liquidation of the old 
company and acquisition of its assets by the 
new corporation in exchange for delivery of 

new corporation stock and debentures to 

old stockholders, all pursuant to unwritten 
plan, was an integrated transaction resulting 

in “reorganization” under sections 112 (g) 

(1) (D) and 113 (a) (7), Internal Revenue 

Code, notwithstanding pursuit of stock- 

holders’ personal, rather than corporate pur- 

poses, citing Muskegon Motor Specialties Co., 

49 B. T. A. 551, CCH Dec. 9621, affirmed 

(CCA-6), 134 Fed. (2d) 904, 43-1 ustc 

7 9383, certiorari denied, 320 U. S. 741. 

Richard H. Survaunt v. Commissioner; Na- 

tional Typesetting Corporation v. Commis- 

sioner. CCH Dec. 14,726. 
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Purchase of own stock and redemption as 
partial liquidation: Business purpose served. 
—In 1941, a corporation, of which taxpayers 
were stockholders, purchased 40 per cent of 
its outstanding shares at a price of $160 per 
share and thereupon canceled and retired 
the shares so purchased, although by an 
oversight a certificate of reduction was not 
filed with the Secretary of State until August, 
1944. The corporate resolution adopted in 
1941 expressly provided that the stock be 
purchased and “retired upon the delivery 
thereof.” At the time of the purchase and 
retirement of the shares, the corporation’s 
capital was substantially larger than was 
necessary for the needs of the business and 
it was expected that the corporation would 
be liquidated at some time in the future. 
On these facts the Tax Court found that 
such shares were acquired for the purpose 
of their retirement and that such retirement 
in the taxable year served a sound business 
purpose. Accordingly, it was held that the 
distribution to the stockholders was in par- 
tial liquidation under the definition set forth 
in Code Sec. 115 (i) and was not made “at 
such time and in such manner” as to be 
essentially equivalent to a taxable dividend 
within the meaning of Code Sec. 115 (g). 
Samuel A. Upham v. Commissioner ; Estate of 
George F. Clark, The Northern New York 
Trust Company, Executor, and Minnie F. 
Clark, Executrix v. Commissioner, CCH Dec. 
14,484. 


Transfer conditioned on survivorship.— 
Value of remainder interest in inter vivos 
trust after discretionary life estates to two 
minor unmarried grandchildren, which by 
the terms of the trust was to revert to de- 
cedent grantor, or, if he were dead, to his 
estate, upon the death of the grandchildren 
without wives or issue prior to receipt of the 
principal and in default of the exercise of 
limited powers of appointment, held, in- 
cludible in decedent’s gross estate; held, fur- 
ther, no reduction for the value of the 
hypothetical exercise of the powers is per- 
missible. 


Valuation of notes partly secured but sub- 
ject to defenses.—Notes executed to decedent 
by two of his children, which were partly 
secured by collateral but subject to defenses 
of statute of limitation, and coverture, held, 
to have no value in excess of that of the 
collateral. Estate of William Walker, De- 
ceased, Katharine W. Walker and James E, 
MacCloskey, Jr., Executors and Trustees v. 
Commissioner. CCH Dec. 14,247. 
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TAX COURT— 
MEMORANDUM OPINIONS 


Collection of tax due from nonresident 
alien from trustee: Personal liability —For 
the taxable years 1940 and 1941 the Com- 
missioner determined deficiencies and penal- 
ties against taxpayer as alleged trustee for a 
nonresident alien, and deficiencies and penal- 
ties in incomé tax against taxpayer as al- 
leged agent for the withholding account of 
the nonresident alien. The facts in these 
proceedings were stipulated and the issues 
were admittedly the same as those in two 
similar prior proceedings, which proceedings 
were decided in favor of taxpayer, the only 
difference being that in the prior proceedings 
the income was income for years prior to 
the two years here involved. The Tax Court 
holds that the decisions in those cases are 
now final. The Commissioner, relying en- 
tirely upon the briefs he filed in the prior 
cases, stated no reason why these cases 
should be decided differently from the prior 
cases, hence, following the decisions in the 
prior cases, G. P. Fitzgerald, 4 T. C. 494, 454 
CCH 7191, decisions will be entered for 
the taxpayers in these proceedings. R. J. 
Arnett, Alleged Trustee for G. P. Fitzgerald, 
Nonresident Alien v. Commissioner; R. J. 
Arnett, Alleged Agent for Withholding Ac- 
count of G. P. Fitzgerald, Nonresident Alien v. 
Commissioner. CCH Dec. 14,715(M). 


Amounts paid for release of radio time.— 
Radio station KTAB was owned by a church. 
The church disposed of the station, taxpayer 
ultimately acquiring it, and operating it as 
KSFO. Taxpayer, in acquiring the station, 
guaranteed to grant one-half hour’s time 
daily and five hours on Sunday for broad- 
casts of the church. In 1936, the church re- 
leased all of its rights to broadcast over 
KSFO and in consideration of each release, 
the taxpayer agreed to procure for the 
church use of another station for Sunday 
broadcasts, and to pay the church $10,000 
annually. The radio time over another 
station cost taxpayer $6,000 in each taxable 
year. The taxpayer deducted these expendi- 
tures from gross income in computing its 
tax liability. The Tax Court holds that, 
Since a radio station deals in radio time as 
a trader would deal in any other commodity, 
costs of acquisition of such time, pursuant 
to contract commitments, are ordinary and 
necessary expenses of conducting the tax- 
payer’s business, and are, therefore, allow- 
able deductions. The Associated Broad- 


casters, Inc. v. Commissioner, CCH Dec. 
14,481(M). 
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Transfers in contemplation of death—Plan 
to systematically dispose of property.—De- 
cedent, who died in 1940, made a gift of 
property to his wife, in 1928, when he was 
67 years of age. The gift was made pri- 
marily to place the property out of his own- 
ership, so that it would not be jeopardized 
by losses which he might sustain in specu- 
lative transactions. In 1931, he transferred 
the bulk of his property in trust for the 
benefit of his wife and children, naming a 
bank as trustee. Decedent created the trust 
in order to improve the credit position of a 
business, in which he was interested, with 
the bank serving as trustee. In 1936, de- 
cedent deeded real property to his children 
in order that he might no longer be bur- 
dened with its care. At his daughter’s sug- 





gestion, decedent, also, created a trust, in 
1936, for the benefit of-his daughter-in-law, 
as she had failed to inherit any property 
from her parents. It is held, on the facts, 
that none of the transfers were made in con- 
templation of death, as part of a plan 
whereby decedent “systematically disposed 
of nearly his ‘entire estate over the succeed- 
ing years to persons entitled to his bounty”, 
although decedent had been conscious of a 
heart condition since he was 25 years of age, 
which knowledge had caused him to be care- 
ful of his health. Estate of William C. At- 
water by Wiliam C. Atwater, Jr., John J. 
Atwater, Margaret Atwater Olds, and David 
H. Atwater, Executors v. Commissioner. The 
Chase National Bank of the City of New York 
v. Commissioner. CCH Dec. 14,246(M). 


Talking Shop—Continued from page 935 


Pennsylvania which established a basis for 
tax apportionment in case of instrumentali- 
ties engaged in interstate commerce?” 


“That’s quite right,” conceded the Kid, 
“but Mr. Justice Frankfurter held it inap- 
plicable in the Northwest Airlines case for 
reasons that we need not go into here in 
detail. The feature of the Pullman case was 
that a non-domiciliary state could tax an 
interstate carrier ‘engaged in running rail- 
road cars into, through and out of the state 
and having at all times a large number of 
cars within the state by taking as the basis 
of assessment such proportion of its capital 
stock as the number of miles of railroad 
over which its cars will run within the state 
bears to the whole number of miles in all 
the states over which its cars are run’.” 


“That’s clear as mud,” said Oldtimer, “but 
don’t bother repeating it. I get the general 
idea.” 


“All of that bears on the taxing power of 
a non-domiciliary state,” Philo pointed out, 
“and I thought that in the Northwest Airlines 
case we were pursuing the taxing power of 
a domiciliary state. 7 


“You are right on that,” agreed the Kid, 
“and the Pullman case was only mentioned 
because, as was said, it is the leading case 
on the doctrine of tax apportionment.” 


’ 


“Tt seems to me,” ventured Oldtimer, “that 
the state of domicile would necessarily have 
an altogether different basis for its taxing 
power.” 


Talking Shop 














“That needn’t follow,” rejoined the Kid, 
“but that’s of course the holding of the 
majority opinion in the Northwest Airlines 
case, which points out that ‘it has power to 
tax because it is the state of domicile and 
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no other state is’. 


“That sounds like an elementary observa- 
tion,” said Philo, “and hardly one on which 
to base intelligent rationalizing concerning 
taxation of interstate airlines.” 


“Well, in any event,” continued the Kid, 
“the N. Y. Central case, usually cited as the 
Miller case, was held to be a proper prece- 
dent. The gist of it, as applied in the 
Northwest Airlines case, is that the taxing 
power of the state of origin is not adversely 
affected by the fact that property takes trips 
outside the state. . . .” 


“If you want my opinion,” finished Old- 
timer, “this business of state of domicile, 
state of origin, and state of this and that all 
seems a very unrealistic basis for taxation 
in this day and age. It harks back to a 
bygone era. For all practical purposes it 
constitutes basing taxation on petty hocus- 
pocus which certainly has no relevancy in 
the age we live in.” 


“Generally speaking, that may be true,” 
conceded the Kid, “but don’t jump to con- 
clusions yet. There is a great deal more to 
be said on the Northwest Airlines case, both 
on the concurring opinions, which include 
some interesting observations, and on the 
dissenting opinion by Mr. Justice Stone. 
Let’s take them up at another session.” 











STATE TAX 


ALABAMA 


November 1 
Automobile dealers’ reports due. 





November 10 
Automobile dealers’ reports due. 





Oil and gas conservation tax report and 
payment due. 


Report of manufacturers, distributors and 
service licensees of alcoholic beverages 
due. 


Tobacco stamp and use tax report and 
payment due. 


Tobacco wholesalers and jobbers report 
due. 


November 15—— 


Carriers’, warehouses’ and transporters’ 
gasoline tax report due. 


Carriers’, warehouses’ and transporters’ 
lubricating oils tax reports due. 


Motor carriers’ mileage report and tax 
due. 


November 20 
Automobile dealers’ reports due. 





Coal and iron ore mining tax report and 
payment due. 


Gasoline tax report and payment due. 


Lubricating oils tax report and payment 
due. 


Motor fuel tax report and payment due. 
Sales tax reports and payments due. 


ARIZONA 


November 5—— 
Alcoholic beverages licensee’s report due. 


Second Monday 


Tax due on unsecured personal property 
within $200 value. 





November 10—— 


Wholesalers of mait, vinous and spiritu- 
ous liquors reports and payment due. 


November 15—— 
Gross income reports and payments due. 
Motor carriers’ reports and taxes due. 
Use fuel tax report and payment due. 
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CALENDAR 


November 25—— 


Motor vehicle fuel distributors’, whole- 
salers’ and carriers’ reports and pay- 
ments due. 


November 30—— 


Small loan business annual reports due. 


ARKANSAS 


November 10—— 


Alcoholic beverages consumers’ sales taxes 
due. 


Cigarette reports due. 
Motor fuel carriers’ report due. 


Natural resources severance tax report 
and payment due. 


Statement of purchases of natural re- 
sources. 


November 15—— 
Alcoholic beverage reports due. 
Oil and gas reports and payments due. 


Second installment of income tax due for 
taxpayers on calendar year basis. 





November 20 


Gross receipts tax report and payment 
due, 


Use fuel tax report and payment due. 


November 25 
Motor fuel tax report and payment due. 





CALIFORNIA 


November 1 
Common carrier distilled spirits tax re- 
port and payment due. 





First half of property taxes due. 
Gasoline tax report and payment due. 


November 15—— 
Beer and wine report and tax due. 
Distilled spirits report and tax due. 
Insurance taxes become delinquent. 
Use fuel tax report and tax due. 


November 20 
Motor carriers’ gross receipts tax due. 
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COLORADO 


November 5—— 


Alcoholic beverage manufacturers’ 
ports due. 
Motor carriers’ tax due. 


November 10—— 
Motor carriers’ report due. 


November 15—— 
Coal mine owners’ inspection tax due. 
Sales tax reports and payments due. 
Use tax reports and payments due. 


November 25—— 
Coal royalty tax due. 
Gasoline (including diesel fuel) tax re- 
ports and payment due. 


re- 


CONNECTICUT 
November 1 
Gasoline tax due. 


November 15—— 

Gasoline tax report due. 

Gasoline use tax reports and payment <dlue. 
November 20—— 


Alcoholic beverage tax return and pay- 
ment due. 





DELAWARE 





November 15 
Filling stations’ gascline tax report. 


Manufacturers and importers of alcoholic 


beverages report due. 


State Tax Calendar 


November 30—— 


Distributors’ gasoline tax report and pay- 
ment and carriers’ report due. 


DISTRICT OF COLUMBIA 


November 10—— 


Licensed manufacturers’ and wholesalers’ 
of beer report due. 

Licensed manufacturers, wholesalers or 
retailers of alcoholic beverages report 
due. 


November 15—— 


Tax on beer due. 


November 25—— 


Gasoline tax report and payment due. 


FLORIDA 


November 1 
Auto transportation companies’ reports 
and taxes due. 
Tangible and intangible property taxes 
due. 





November 10—— 


Agents’ and wholesalers’ cigarette tax re- 
ports due. 


Manufacturers’ and distributors’ alcoholic 
beverages reports and taxes due. 


November 15—— 


Gasoline sales, use and storage reports 
and taxes due. 


Transporters’ and carriers’ alcoholic bev- 
erages reports due. 


November 25—— 
Oil and gas severance reports and taxes 
due. 


GEORGIA 
November 1 


Corporation annual registration statement 
due. 





November 10 
Cigar and cigarette reports due. 





Liquor wholesalers’ reports due. 
Motor carriers’ reports due. 
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November 15—— 
Alcoholic vinous beverage tax due. 
Fuel use tax reports and payment due. 





November 20—— 
Bank share tax report and payment due. 


Building and loan association’s intangibles 
tax report and payments due. 


November 25—— 
Gasoline tax report and payment due. 


“SIT pe 


+ et November 31—— 


Gross income tax quarterly return and 
payment due. 
November 15—— 


Malt beverage tax report due. 


November 20—— 
Gasoline tax report and payment due. November 10—— 


Carriers’ gasoline tax report and payment 
due. 


Cigarette vendors’ reports due. 
Class “A” permittees make beer tax re- 


IOWA 


IDAHO 
November 10—— 














Beer excise tax report due. port and payment. 
Dairy products substitutes dealers’ reports 
duc. November 20 
Distributors’ gasoline tax report and pay- 


November 15—— 


Cigarette wholesalers’ drop shipment re- 
ports due. 


Electric power companies’ report and tax KANSAS 
due. 


Gasoline tax report and payment due. 


ment due. 





November 1 
Property tax due. 





November 5—— 









ILLINOIS Cigarette distributors’ reports due. 
November 10—— 
Motor carriers’ mileage tax due. November 10 
Wesember 13 Alcoholic and malt beverage wholesalers’ 


and distributors’ reports due. 


Alcoholic beverage tax reports due. 
S P Malt beverage dealers’ reports due. 


Cigarette tax return due. 
Electricity tax report and tax due. November 15 
Gas tax report and tax due. 







Carriers’ gasoline and fuel use tax reports 











Messages tax report and tax due. and fees due. 
Sales tax report and payment due. Compensating tax report and payment 
due. 
November 20 





Motor carriers’ gross ton mileage tax re- 


Gasoline tax report and payment due. port and payment due. 


November 30—— 
Transporters’ gasoline tax report due. November 20—— 
Sales tax report and payment due. 


Use fuel report and payment due. 
INDIANA 


November 1 November 25—— 
Alcoholic vinous beverage tax due. Gasoline tax report and payment due. 
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KENTUCKY 
November 10—— _ 
Amusement and entertainment report and 
tax due. 
Cigarette tax reports due. 


Refiners’ and importers’ gasoline tax re- 
port due. 


November 15—— 


Alcoholic beverage reports due. 

Fuel use tax reports and payment due. 

Passenger carriers’ mileage tax due. 

Public utilities’ gross receipts tax reports 
and payment due. 

Third installment income tax due. 


BO aaa 


November 20—— 


Oil production tax report and payment 
due. 


Pe i 


November 30 


Dealers’ and transporters’ gasoline tax re- 
port and payment due. 


LOUISIANA 
November 1 
Alcoholic beverage license fees due. 








Public utilities license tax due. 

Tobacco wholesalers’ reports due. 
November 10 

Alcoholic beverage importers’ reports due. 

Gasoline importers’ reports due. 


Kerosene importers’ reports due. 
Lubricating oil importers’ reports due. 





November 15 


Alcoholic beverage carriers’ reports due. 

Intoxicating liquor manufacturers’ and 
dealers’ report due. 

Lubricating oil carriers’ reports due. 

Tobacco report due. 


November 20 


Alcoholic beverage reports and taxes due. 

Fuel use tax report and payment due. 

Gasoline dealers’ reports and tax due. 

Kerosene dealers’ reports and tax due. 

Lubricating oil dealers’ reports and tax 
due. 

New Orleans City sales and use tax report 
and payment due. 

Petroleum solvents report due. 

Sales and use tax report and payment due. 











MAINE 
November 10 


Manufacturers and wholesalers of malt 
beverages report due. 


State Tax Calendar 








November 15 
Use fuel tax report and payment due. 





November 31 
Gasoline tax report and payment due. 





MARYLAND 
November 10—— 
Admissions tax payment due. 





November 30 
Beer tax report and payment due. 
Gasoline tax report and payment due. 


Purchasers of cargo lots of motor fuel 
report due. 


MASSACHUSETTS 
November 10—— 


Alcoholic beverage excise tax report and 
payment due. 


Cigarette distributor’s tax report and pay- 
ment due. 


Meals excise tax report and payment due. 
Motor fuel tax report and payment due. 


Returns of savings banks and trust com- 
panies having savings departments due. 


MICHIGAN 
November 5—— 
Carriers’ gasoline tax report and payment 
due. 
November 10—— 
Common and contract carrier report and 
fees due. 


953 

















November 15—— 
Sales tax reports and payment due. 
Use tax reports and payments due. 
November 20 


Distributors’ gasoline tax report and pay- 
ment due. 





























Last day to make gas and oil severance 
tax report and payment. 















MINNESOTA 





November 1 











Second half of real estate taxes become 
delinquent. 


November 10 


Semi-annual report of common carriers 
of ore due. 





























Wholesalers’, brewers’ and manufacturers’ 
alcoholic beverage reports due. 
November 15—— 
Income tax (second installment) due. 
Inspection reports of canneries due. 
Interstate motor carriers’ mileage tax due. 


November 23 


Distributors’ gasoline tax report and pay- 
ment due. 















































Special use fuel tax report and payment 
due. 

















MISSISSIPPI 


November 5—— 
Factories’ reports due. 























November 10 





Admissions tax reports and payment due. 


November 15—— 
Alcoholic beverages reports due. 
Gasoline tax reports and payment due. 
Manufacturers, distributors and 
salers of tobacco report due. 
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Sales tax reports and payment due. 

Timber severance tax reports and pay- 
ment due. 

Use tax reports and payment due. 


November :25 
Oil severance tax and report due. 





MISSOURI 
November 1 
Corporation registration fee due. 
November 5—— 
Non-intoxicating beer permittees’ report 
due. 
November 10—— 


Receivers of petroleum products report 
due. 








November 15 
Property tax returns due. 
Retail sales tax reports and payment due. 


November 25—— 
Use fuel tax report and payment due. 


MONTANA 
November 15—— 


Brewers, wholesalers and transporters of 
beer report and payment due. 


Carriers’ gasoline tax reports due. 
Electric companies’ report and tax due. 
Gasoline tax reports and payment due. 


November 20 


Producers, transporters, dealers and re- 
finers of crude petroleum reports due. 


November 25—— 
Pipe line companies reports due. 


November 29 


Telephone companies’ reports due. 


November 30 
Bank share tax due. 











Freight line company tax due. 
Metalliferous mines license taxes due. 
Property taxes (first half) due. 


NEBRASKA 


November 1 


Annual assessment on bee colonies must 
be paid. 





First day to file domestic non-profit cor- 
poration reports and pay fee. 
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Gross earnings tax of express companies 
is due. 


Personal property taxes become dué and 
become a lien thereon. 


Personal property taxes in the City of 
Omaha become due. 


Taxes on property of non-resident motor 
carriers become a lien thereon. 


Tax list must be completed and delivered 
to the county treasurer. 


November 5—— 
Grain warehouse operators’ reports due. 
Real property may be sold for taxes. 
November 10—— 
Employment agencies reports due. 


November 15—— 


Alcoholic beverage manufacturers’ and 
wholesale distributors’ report due. 


All monthly ‘motor vehicle fuel tax re- 
ports and payments due. 


Gasoline sales and use tax reports and 
payments due. 


Itinerant vendors’ reports due. 
Potato shippers’ monthly reports due. 


NEVADA 
November 15—— 
Gasoline carriers’ tax report due. 


November 25—— 


Fuel users’ tax reports and payment due. 
Gasoline tax reports and payment due. 


NEW HAMPSHIRE 
November 10—— 


Alcoholic beverages reports due; permit- 
tees’ payment due. 

Unlicensed fire insurance 
agents monthly reports due. 


companies’ 


November 15—— 
Use fuel tax report and payment due. 


November 30—— 
Motor fuel report and tax due. 


NEW JERSEY 


November 1 


Fourth installment of real and tangible 
personal property tax due. 


State Tax Calendar 








November 10—— 


Busses in municipalities gross receipts re- 
port and tax due. 


Jitneys in municipalities gross receipts re- 
port and tax due. 

Report and excise tax on interstate busses 
due. 


November 30—— 


Carriers’ gasoline tax report due. 


Distributors’ gasoline reports and pay- 
ment due. 


NEW MEXICO 


November 15—— 


Occupational gross income tax reports and 
payment due. 


Oil and gas conservation report due. 
Severance tax and report due. 


November 20—— 


Motor carriers’ report and tax due. 
Pipe line operators’ license tax due. 


November 25—— 


Gasoline tax report and payment due. 


Use or compensating report and payment 
due. 


NEW YORK 
November 1 


Water, gas, electric or steam heating, 
light and power companies’ tax report 
and payment due during month. 


Nevember 15—— 


Second half of corporation 
(income) tax due. 





franchise 


November 20—— 
Alcoholic beverage taxes and reports due. 
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November 25—— 


Conduit companies’ taxes and reports due. 
New York City public utility excise re- 
turns and payments due. 


November 30 
Gasoline tax reports and payment due. 





NORTH CAROLINA 
November 10 
Carriers’ gasoline tax reports due. 
Ice cream manufacturers’ reports and ad- 
ditional tax due. 
Railroads’ alcoholic beverage report and 
tax due. 
Tobacco (scrap or untied tobacco) deal- 
ers’ reports due. 
Unfortified wine additional tax and reports 
due. 


November 15 
Sales tax report and payment due. 
Spirituous liquor tax due. 

Use tax report and payment due. 


November 20 


Franchise bus carriers’ and franchise 
haulers’ reports and payments due. 


Gasoline and other motor fuels taxes and 
reports due. 











NORTH DAKOTA 
November 1 


Cigarette distributors’ reports due. 
Oil inspection reports due. 
Tractor fuel oil report and fee due. 





November 10 





Grain warehouse reports delinquent. 
Oil inspection fees delinquent. 
Tractor fuel oil fees delinquent. 
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November 15—— 





Alcoholic beverage tax reports and pay- 
ment due. 


Gasoline tax reports and payment due. 
Interstate motor carriers tax due. 
Liquor transaction invoices and tax due. 


November 25—— 


Use fuel tax report and payment due. 


November 30 
Cream station and dairy reports due. 
Grain warehouse reports due. 


OHIO 


November 10—— 
Admissions tax report and payment due. 
Cigarette wholesalers’ report due. 


Class “A” and “B” permittees’ alcoholic 
beverage reports due. 





November 15 
Use tax report on cigarettes due. 


November 20—— 
Dealers’ gasoline tax reports due. 


November 30—— 
Carriers’ gasoline tax report due. 
Gasoline tax due. 


OKLAHOMA 
November 1 





Excise tax on petroleum report and tax 
due. 


Oil, gas and mineral gross production re- 
ports and payment due. 


Property tax due. 


November 5—— 


Operator’s report of mines other than coal 
due. 


November 10 





Airports’ gross receipts report and tax 
due. 


Alcoholic beverage reports and payment 
due. 


Cigarette tax reports due. 


Coin operated music boxes reports and 
tax due. 
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November 15—— 


d pay- Gasoline dealers’, retailers’ and carriers’ 
report due. 
due. Sales tax reports and payment due. 


Tobacco products reports due. 


x due. November 20—— 
1e. 
é 


Coal mine operator’s report due. 
ue. Fuel use tax report and payment due. 
Gasoline distributors’ reports and payment 


due. 


U Use tax reports and payment due. 


OREGON 
4 November 10—— 


Oil production tax reports and payment 


due. 
nt due. 


November 20—— 


coholic Alcoholic beverage tax report and pay- 
ment due. 


Motor carriers’ report and tax due. 
Use fuel tax report and payment due. 


November 25—— 
Gasoline tax payment and reports due. 


PENNSYLVANIA 


November 10—— 


Importers of spirituous and vinous liquors 
report due. 


Malt beverage reports due. 


November 15—— 


Employer’s return of tax withheld at the 
source under the Philadelphia income 
tax due. 


Manufacturer’s alcoholic beverage tax re- 
port and payment due. 


and tax 


tion re- 


November 31 
Gasoline tax reports and payment due. 





han coal 


RHODE ISLAND 


November 10—— 
and tax 


due. 
Tobacco products tax reports due. 





ayment 


November 15—— 
Lobster fishing licenses expire. 
Gasoline distributor’s report due. 





rts and 
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Manufacturers’ alcoholic beverage report 





SOUTH CAROLINA 


November 1 
Motor vehicle registration fees due. 





November 4—— 
Last day to file monthly fisheries’ report. 


November 5—— 


Last day to file sturgeon, caviar or shad 
dealers’ reports. 


Last day to mail oyster or clam shuckers’ 
reports. 


November 10—— 
Admissions tax reports and payment due. 
Beer and wine wholesalers report due. 


Last day to make power tax return and 
payment. 


Soft drinks tax report and payment due. 


November 15—— 
First day property taxes due. 


November 20—— 
Dealer of fuel oil report due. 
Gasoline tax report and payment due. 


Users of fuel oil tax return and payment 
due. 


Utilities’ report of gasoline shipments due. 


SOUTH DAKOTA 


November 1 





Motor carriers of passengers tax due. 
Public grain warehouse reports due. 


Second half of property taxes and arte- 
sian well taxes delinquent. 
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TEXAS 
November 15—— 


Tax remittance and report due’from oleo- 
margarine dealers. 





November 20 
Gasoline taxes and reports due. 
Motor fuel tax report and payment due. 
Oil and gas well services’ reports and 
gross receipts tax payments due. 
Users of liquefied gases and liquid fuel 
tax reports and payment due. 





4 
4 
4 
4 


a See ne 


November 25—— 


Carbon black production tax report and 
payment due. 


Sener atk Sets 





Oil carriers’ reports due. 
Oil production tax reports and payment 
November 10—— due. 


Prizes and awards of theatres tax reports —§ N 


Employment agency reports due. and payment due. 


Interstate motor carriers’ reports and 
taxes due. November 30 


Publication in newspaper of delinquent First 
personal property taxes. 





installment of general property 
taxes due. 

Natural gas production tax report and pay- 
ment due. 


November 15 





Alcoholic beverage reports due. 
Carriers’ gasoline tax report due. 


Dealers’ and carriers’ gasoline tax report 
due; tax due in 30 days. UTAH 


Sales and use tax report and payment due. November 1 
Use fuel tax report and payment due. 





el — TS MI, EEE RE 
Lr 


Gasoline distributors’ and retailers’ license 
November 20—— fees due. iN 


Passenger mileage tax due. November 5 





Monthly report of cold storage ware- 
houses due. 


TENNESSEE 
November 10 








November 1 ; 
Cotton seed oil mills’ report due. Carriers’ use fuel tax report due. 


Liquor licensee reports due. 
November 10—— 








Barrel tax on beer due. November 15—— 

Carriers gasoline tax report due. Sales and use taxes and returns due. 

Last day to make alcoholic beverages report. Use fuel tax report and payment due. 
November 15—— November 25—— 

Carriers of use fuel report due. Carriers’ gasoline tax report due. , 

Users of fuel file report. Distributors’ and retailers’ gasoline tax 


Ps SAARI DR BORIC SIT eA A RRL SLITS TE NO ETE 8 AI RTE 2 


report and payment due. 





November 20 . 
Distributors’ gasoline tax report and pay- November 30—— 
ment due. Real and personal property taxes de- } 


Liquid carbonic acid gas tax due. linquent. 
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VERMONT 
November 10—— 


Alcoholic beverage tax reports and pay- 
ment due. 


Property tax, local quarterly installments 
due. 
November 15—— 


Electric light and power companies’ re- 
port and tax due. 





November 30 
Gasoline tax reports and payment due. 


National bank deposits tax semi-annual 
payments due. 


VIRGINIA 





November 10 
Beer dealers, bottlers and manufacturers 
report due. 
November 20—— 
Carriers gasoline tax reports due. 
Use fuel tax reports and payment due. 


November 30-—— 
Gasoline tax reports and payment due. 


WASHINGTON 


November 10 


Brewers and manufacturers of malt prod- 
ucts report due. 





November 15—— 


Butter substitutes reports and payment 
due. 


Cigarette reports due. 
Motor vehicle fuel carriers’ reports due. 
Occupation tax and returns due. 


Sales and compensating tax and returns 
due. 


Utilities gross operating tax and return 
due. 
November 20 

Use fuel tax reports and payment due. 





November 25—— 
Gasoline tax reports and payment due. 


November 30 
Second half of property taxes due. 


State Tax Calendar 








WEST VIRGINIA 


November 10—— 


Brewers’ and beer distillers’ reports and 
taxes due. 


Public utilities’ quarterly installment of 
privilege taxes due. 


Winery and distillery licensees’ reports 
due. 


November 15 
Sales tax reports and payments due. 


November 30 
Gasoline tax reports and payment due. 








WISCONSIN 

November 1 
Beer tax reports due. 

Motor carriers quarterly flat tax due. 





November 10—— 


Intoxicating liquor and wine tax reports 
due. 


Tobacco products returns due. 


November 20—— 
Gasoline tax reports and payment due. 


WYOMING 


November 10—— 
Carriers’ gasoline tax reports due. 
November 15—— 
Dealers’ gasoline tax reports due. 
Monthly gasoline tax and report due. 


Motor carriers’ report and compensatory 
fees due. 


Sales tax reports and payment due. 
Use tax reports and payment due. 


Wholesalers’ gasoline tax reports and 
payment due. 
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FEDERAL TAX CALENDAR 


November 10—— 


Last day for payment by employer to 
authorize depositary of taxes withheld 
on wages during the preceding month 
if withholdings were more than $100 
during the month. 


November 15—— 


Corporation income tax and excess profits 
tax returns due for fiscal year ended 
August 31. Forms 1120 and 1121. 

Domestic corporations (business and rec- 
ords abroad or principal income from 
U. S. possessions)—returns due for 
fiscal year ended May 31, by general 
extension, with interest at 6% from 
August 15 on the first installment. Forms 
1120 and 1121. 


Entire income-excess profits taxes or 
first quarterly installment due on re- 
turns for fiscal year ended August 31. 
Forms 1040, 1040A, 1041, 1120, 1121, 
1120H, 1120L. 

Entire income tax or first quarterly in- 
stallment due on returns of nonresidents 
for fiscal year ended May 31. Forms 
1040B, 1040NB, 1040NB-a, 1120NB. 

Fiduciary income tax return due for fiscal 
year ended August 31. Form 1041. 

Foreign corporations—see “Nonresident 
foreign corporations” and “Resident 
foreign corporations” below. 

Foreign partnership return of income due 
by general extension for fiscal year 
ended May 31. Form 1065. 

In the case of individuals who are required 
to file declarations of estimated tax and 
whose fiscal year began on September 1, 
due date for declaration and payment 
of one-quarter of balance (after deduct- 
ing estimated amount to be withheld 
during fiscal year) of the estimated tax 
for such fiscal year. 

Individual income tax return due for 
fiscal year ended August 31. Form 1040. 

Individual income tax returns due by 
general extension for fiscal years ended 
May 31, in case of American citizens 


abroad. Forms 1040 and 1040A. 
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Last quarterly income-excess profits tax 
payment due for fiscal year ended No- 
vember 30, 1944. Forms 1120H, 1120L, 
1121. 


Last quarterly income tax payment due 
on returns of nonresidents for fiscal 
year ended August 31, 1944. Forms 
1040B, 1040NB, 1040NB-a, 1120NB. 

Life insurance company income tax re- 
turns due for fiscal year ended August 31. 
Form 1120L. 


Monthly information return of stock- 
holders and directors of foreign per- 
sonal holding companies due for 
October. Form 957. 

Nonresident alien individual income tax 
return due (business or office in U. S.) 
for fiscal year ended May 31. Form 
1040B. 

Nonresident alien individual income tax 
return due (no U. S. business or office) 
for fiscal year ended May 31. Forms 
1040NB. 

Nonresident foreign corporation income 
tax return due for fiscal year ended 
May 31. Form 1120NB. 

Partnership return of income due for 
fiscal year ended August 31. Form 1065. 

Resident foreign corporations—returns 
due for fiscal year ended May 31, by 
general extension. Forms 1120 and 1121. 


Second quarterly income-excess profits tax 
payment due for fiscal year ended May 
31. Forms 1120, 1120H, 1120L, 1121. 

Stockbrokers’ monthly return of stamp 
account due for October. Form 838. 

Third quarterly income-excess profits tax 
payment due for fiscal year ended 
February 28, 1945. Forms 1120, 1120H, 
FIZOL,, Tizi. 


November 20—— 


Monthly information return of ownership 
certificates and income tax to be paid 
at source on bonds due for September. 
Form 1012. 


November 30—— 


Returns of excise taxes due for October. 
Forms 726, 727, 728, 728(a), 729, 932. 
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Letters to the Editor (Continued from inside front cover) 


before taxes for the base period years as 
follows: 


Net Profits 
Year Gross Sales Before Taxes 
1936 .... $1,000,000. $100,000. 
1937 . 900,000. 90,000. 
1938 .. 800,000. 80,000. 
1939 950,000. 95,000. 


You also assume that on December 31, 
1939 such taxpayer changed the character 
of its business by adding an entirely new 
product thereto for which there was only 
one customer who on that day entered into 
the 
entire production of such new product, which 
would amount to gross sales of $1,000,000. 


per annum; that the net profits resulting 


a contract with taxpayer to take the 


from such new product sales before taxes 
would be $100,000. per annum; and that if 
the taxpayer had added this new product to 
its business at any time during the preceding 
ten years the gross sales of such new prod- 
uct would have been $1,000,000. each year 
thereafter and the net profit would have 
been $100,000.00 each year on such sales, in 
addition to the other sales and net profits 
in the taxpayer’s business. 


Your question is whether, under the two 
year push-back rule in section 722 (b) (4) 
of the Code, in making a reconstruction of 
the allowable average base period net in- 
come, only the years 1938 and 1939 would 
be constructed, so that the total net profits 
before taxes for the four year base period 
would be $565,000., arrived at as thereafter 
indicated in your letter, or whether the two 
year push-back rule is merely used to deter- 
mine what the level of earnings would have 
been for the new product at the end of the 
base period if such new product had been 
introduced into the taxpayer’s business two 
years earlier than it actually was introduced 
and then having determined what the earn- 
ings level would be under the two year 
December 31, 1939, to 
reconstruct all four years in the base period, 
so that the reconstructed net income would 


push-back rule on 


have been $765,000., as thereinafter com- 
puted in your letter. 


The two year push-back rule under sec- 
tion 722 (b) (4) of the Internal Revenue 
Code and the Bureau regulations promul- 
gated thereunder is only used to determine 
what the level of normal earnings would 
have been under the changed character of a 
taxpayer's business at the end of the base 
period if such change in the character of its 
business had been made two years earlier. 
On the basis of the assumed facts and cir- 
cumstances stated in your letter dated July 
11, 1945, your hypothetical taxpayer actually 
reached the full level of normal earnings re- 
sulting from the addition of its new product 
on December 31, 1939. The two year push- 
back rule under section 722 (b) (4) is, there- 
fore, not applicable to a case involving such 
facts and circumstances. However, on the 


basis of facts and circum- 
stances, it is held that your hypotheticai 
taxpayer is entitled to reconstruct its base 


period net income for all four years, result- 


your assumed 


ing in a total allowable reconstructed net 
income for 1936 to 1939, inclusive, of $765,000., 
as shown under your second computation on 
page 2 of your letter dated July 11, 1945. 


Your attention is, however, called to the 
fact that in an actual case it would seldom, 
if ever, be found that the amount of recon- 
structed net income or the amount of the 
increase in income for each base period year, 
resulting from a change in the character of a 
taxpayer’s business under section 722 (b) 
(4), would be exactly the same, since the al- 
lowable constructive average base period 
net income, resulting from the change in the 
character of the taxpayer’s business, must be 
computed with full regard to the general 
economic and other conditions existing in 
the taxpayer’s industry during each separate 
base period year. See applicable provisions 
of section 35.722-2 of Regulations 112 and 
3ulletin on Section 722, November 1944, 
pages 75 and 76. 








